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We are Flagstar Bancorp (NYSE: FBC), the holding
company for Flagstar Bank, a federally chartered stock
savings bank. Since our founding in 1987, we have
experienced exceptional growth, and today we are the
largest publicly traded savings bank headquartered in
the Midwest. We also are one of the nation’s leading
mortgage lenders.

We serve our customers through our banking centers in
Michigan, Indiana and Georgia and our internet branch at
www.flagstar.com. We use customer deposits, along with
other funding sources, to invest primarily in residential
loans that we originate and purchase nationwide.

Additionally, our product offerings include consumer
and commercial loans, which we originate principally in
our banking markets, and second mortgages and home
equity lines of credit, which we originate nationally.

We:also provide warehouse lines of credit to other

lending institutions acrosé the country. In addition, our
leadership in the mortgage industry involves managing a
large portfolio of mortgage loans as a loan servicer.

Community Bank -

Flagstar is a groufth-orieﬁted community bank with 137
banking centers in Michigan, Indiana and Georgia, and
totél deposits of $8.0 billion at December 31, 2005.

Home Lender
Flagstar is one of the nation’s largest single-family
residential mortgage originators.

Mortgage Servicer

Flégstar coliects mortgage payments and services the
loans of more than 245,000 homeowners

across the nation.




For a number of years, our earnings have ranged from
excellent to outstanding. With a net income of $80
million in 2005, clearly we did not perform at a level our
shareholders have come to expect from us. However,
we remain confident in our business plan and optimistic
about the future.

Specifically, we can attribute our performance in 2005

to a number of market and strategic factors. Market
factors included tighter banking margins, a narrowing of
mortgage loan sale spreads due to overcapacity in the
loan origination market, and rising short-term interest
rates, which together with stable long-term rates resulted
in a flat yield curve. These factors affected not only
Flagstar, but aiso the entire banking industry.

LETTERTO STOCKHOLDERS

The strategic factors that affected our 2005 performance
were Flagstar-specific. First was the choice we made to
keep our credit standards high rather than chase riskier
loans that may be more profitable in the short term.
Second was the expense attributable to opening 17 new
banking centers. New branches do not generally become
profitable during their first year of operation; however,

we do expect some of our newer offices to contribute to
our bottom line in. 2006. The third and most significant
impact on earnings was lower-than-usual sales of
maortgage servicing rights in 2005 versus the prior year.
We sold only $9.1 billion of our servicing portfolio in
2005 compared to $29.6 billion in 2004, and our gain on
these sales was $74 million lower in 2005 than in 2004.
However, there is an upside to lower servicing saies — a
larger servicing portfolio that should create profitable
opportunities for us in 2006. While the year 2005 as a
whole was one of our most challenging, we were pieased
10 SCOfe SOme Successes.

Certainly a highlight of the year was our entry into the
greater Atlanta market, where we opened five new
banking centers in just the second half of 2005. We are
enthusiastic about Atlanta because of its diverse, vibrant
economy and strong growth prospects. We think it's a
good fit for the entrepreneurial culture of our company,
our commitment to personalized service and our
competitive deposit pricing. We see potential not only in
our banking products, but alsc in commercial real estate
and consumer loans.

From the perspective of deposit growth, our target
markets in Georgia show a growth rate of almost 20
percent a year, far ahead of the growth we are currently
experiencing in Michigan and Indiana. This allows us

to grow, in part, through market expansion rather than
the more challenging path we have faced in Michigan
and indiana of having to take market share from our
competitors. So far, our Atlanta area banking centers are
averaging well over a million dollars in new deposits for
each full month of operation. We’re pleased with these
results, especially considering we entered a market
where we had limited brand recognition. Current plans
call for us to open nine additional branches in the Atlanta
market for 20086, all in high-growth areas.

In addition to expanding in Georgia, we expect to open
approximately six new banking centers in Michigan next
year, with two in Oakiand County where deposits are
still growing at 7.5 percent per year. |h 2005, our branch
expansion, coupled with aggressive marketing, helped
us achieve an 8.1 percent increase in deposits.

We believe that our branch network of 137 offices

at year-end 2005 gives us an important critical

mass. Simply put, in markets where we have a high
concentration of banking centers, we are now more

of an established presence for more people, which
dramatically increases our chances of becoming the
bank of choice for more consumers. Plus, as our banking
center network continues to expand, our customer base
will increase and our cost of funds should decrease.

Bright spots in our loan portfolios included our consumer
and commercial loans. Consumer loan originations
climbed 91.3 percent to $1.2 billion, and our commercial
loan originations reached $556 miliion; a 50 percent
increase. Another positive was our loan servicing
portfolio, which rose 39 percent to $29.6 billion. Overali,
we finished the year with assets of $15.1 billion, a 15
percent increase over 2004.

In 2005, we also executed our first non-agency
securitization. Traditionally, Flagstar securitizes
conforming loans for purchase by govérnment-
sponsored agencies such as Fannie Mae and Freddie
Mac. In the fourth quarter 2005, we saw an attractive
opportunity to grow our business by securitizing $600
million of asset-backed notes in a private placement.
We were pleased with the resuits and will continue to be
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Cautions Regarding Forward-Looking Statements

This report contains certain forward-looking statements with respect to the financial condition, results of
operations, plans, objectives, future performance and business of the Company and these statements are subject
to risk and uncertainty. Forward-looking statements, within the meaning of the Private Securities Litigation
Reform Actof 1995, include those using words or phrases such as ‘‘believes,”” ‘‘expects,”” ‘‘anticipates,’
“‘plans,”” “‘trend,”” ‘‘objective,”’ ‘‘continue,”’ ‘‘remain,”’ ‘‘pattern’’ or similar expressions or future or
conditional verbs such as “‘will,”” “‘would,”” ‘“‘should,”” ‘‘could,”” “‘might,”” ‘‘can,”” ‘‘may’’ of similar
expressions. ‘There are a number of important factors that could cause our future results to differ materially from
historical performance and these forward-looking statements. Factors that might cause such a difference include,
but are not limited to, those discussed under the heading ‘‘Risk Factors’’ in Part I, Item 1A of this Form 10-K.
The Company does not undertake, and specifically disclaims any obligation, to update any forward-looking
statements to reflect occurrences or unanticipated events or circumstances after the date of such statements.
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ITEM 1. BUSINESS

General

Flagstar Bancorp, Inc. (*‘Flagstar’ or the ‘‘Company’’) is a Michigan-based §avings and loan holding
company founded in 1993. At December 31, 2005, our total assets were $15.1 billion, making us the largest
publicly-held savings bank in the Midwest and the twelfth largest thrift holding company in the United States.

Our business is primarily conducted through our principal subsidiary, Flagstar Bank, FSB (the
““Bank’’), a federally-chartered stock savings bank. The Bank is 2 member of the Federal Home Loan Bank of
Indianapolis (‘*‘FHLB’’) and is subject to regulation, examination:and supervision by the Office of Thrift
Supervision (““OTS’’) and the Federal Deposit Insurance Corporatlon (“‘FDIC’’). The Bank’s deposits are
insured by the FDIC through the Savings Association Insurance Fund (*‘SAIF”’)..

At December 31, 2005, we operated 137 banking centers located in M1ch1gan Indiana and Georgia (of
which 41 are located in retail stores such as Wal-Mart) and 101 home loan centers located in 24 states. Our goal
over the next five years is continue to increase our earning asset base and bankmg center network. To do this,
we plan to continue to add banking centers and grow our lendmg channels in an effort:to expand our market
share in the markets we serve and to penetrate new markets. Toward this goal, during 2006, we expect to expand
our banking center network by up to 16 new banking centers and our asset base by 7. 7%. Over the past five
years, we have increased the total number of banking centers and jour earning asset base an average of
21.1% per year. We believe this growth has contributed to the 23. 4% per year increase;in our total assets and
24.3% per year increase in deposits over the past five years. 1: ,

I !

Our earnings are driven by our retail banking activities, which generate net interest income and by non-
interest income from sales of residential mortgage loans to the secondary market, the servicing of loans for
others, the sale of rights related to mortgage loans and by providing fee-based services to our customers.
Approximately 97.6% of our total loan production during 2005 represented either mortgage loans or home equity
lines of credit secured by first or second mortgage on single-family residences. :

During 2005, we expanded our banking center network to Georgia by opening five banking centers in
the north Atlanta metropolitan area. During 2006, we expect to open an additional nine branches in Georgia and
six branches in Michigan.

We also completed our first non-agency securitization, Wthh Is a securitization of loans to an entity
other than Federal National Mortgage Association (‘‘Fannie Mae’ ) or Federal Home Loan Mortgage
Corporation (‘‘Freddie Mac’’). For more information, see Note 9 of the Notes to the Consolidated Financial
Staternents, Item 8. Financial Statements and Supplemental Data, herein. |

At December 31, 2005, we had 2,405 full-time equivalent employees.

Operating Segments !
We operate the business of the Bank through two distincti operating segments—-banking and home
lending. Qur banking operation offers a comprehensive line of consumer and commercial financial products and
services to individuals and to small and middle market businesses' through a network of banking centers (i.e.,
our bank branches) in Michigan, Indiana, and Georgia. Our home lending operation originates, acquires, sells
and services mortgage loans on one-to-four family residences. Each operating segment Supports and
complements the operations of the other, with funding for the home lending operation pnmarﬂy provided by
deposits and borrowmgs obtained through the banking operation. Fmanmal information regardmg our two
operating segments is set forth in Note 28 to our financial statements included in this report under ltem 8.
Financial Statements and Supplementary Data. A more detailed dlscussmn of our two operating segments is set

forth below. ‘

Banking Operation. Our banking operatlon collects deposits and offers a broad base of banking
services to consumer and commercial customers. We collect deposits at our 137 banking centers and via the
Internet. We also sell certificates of deposit through independent brokerage firms. We also borrow funds by
obtaining advances from the FHLB and by entering into repurchase agreements using our mortgage-backed
securities that we hold as investments. The banking operation invests these funds in a variety of consumer and
commercial loan products. The Company also obtains funds by selling trust preferred securities and invests most
of those funds in the Bank. ‘



We have developed a variety of deposit products ranging in maturity from demand-type accounts to
certificates with maturities of up to ten years, savings accounts and money market accounts. We primarily rely
upon our network of banking centers, their strategic locations, the quality and efficiency of our customer service,
and our pricing policies to attract deposits. A significant amount of our deposit liabilities are higher-priced
jumbo accounts which we attribute to the highly competitive market currently for deposits and our practice of
using attractive deposit rates when we open new banking centers in new markets. These account holders are
more sensitive to the interest rate paid on their account than most depositors. There is no guardntee that in a
changing rate environment we will be able to retain all of these depositors’ accounts. We call an local municipal
agencies as another source for deposit funding. While a valuable source of liquidity, municipal.deposits are
usually extremely rate sensitive and therefore prone to withdrawal if higher interest rates are offered elsewhere.
Because of the interest rate sensitivity of these depositors, there is no guarantee that in a changing rate
environment we will be able to retain all funds in these accounts. '

Our 'national accounts division garners funds through nationwide advertising of deposit rates and the use
of investment banking firms. Typically, we do not accept funds from brokers, but instead solicit certificates of
deposit through regional investment firms. These deposit accounts are typically for larger amotunts and for terms
longer than we have been able to garner in our retail market. They are also usually priced below our retail rates
because of the absence of any potential for a long-term customer relationship. On the other hand, our retail rates
are most often designed to attract new depositors to our banking centers. Without any face-to-face relationship,
these certificates are usually more interest rate sensitive and harder to retain.

While our primary investment vehicle is single-family first mortgage loans originated ‘or acquired by
our home lending operation, our banking operation offers a comprehensive line of consumer and commercial
financial products and services to individuals and to small to middle market businesses. During the past three
years, we have placed increasing emphasis on commercial real estate lending in our Michigan and Indiana
market areas and on second mortgage lending as an add-on to our national mortgage lending platform and we
expanded these offerings to Georgia in 2005.

The, following consumer loan products are available through our banking operation:

¢ . second mortgage loans, including home-equity lines of credit;
*  automobile loans, including loans for used cars; ‘
*  boat loans; |

¢ student loans; and

. personal loans and lines of credit, both secured and unsecured.

During 2005, we originated a total of $1.2 billion in consumer loans versus $627.3 million originated in
2004. At December 31, 2005, our consumer loan portfolio contained $700.5 million of second mortgage loans,
$331.2 million of home equity lines of credit, and $79.8 million of various other consumer lodns. Consumer
loans, including second mortgage loans, comprise 10.5% of the Bank’s total investment loan portfolio at
December 31, 2005. !

During 2005, we completed our first non-agency securitization. In this process, we securitized home
equity lines of credit with an unpaid principal balance outstanding of approximately $600 million through a
special purpose entity we formed for this purpose and sold the resulting securities into the secondary market for
a gain. We expect to continue our development of this non-agency securitization channel to enhance our ability
to obtain the best pricing for our mortgage and other loans that we choose to sell into the secondary market.

We‘also offer a full line of commercial loan products and banking services especially developed for our
commercial customers, which are primarily small and mid-sized companies in Michigan Indiapa and Georgia.
Our core commerc1al customers are companies with $5 million to $100 million in total sales. Among the
commercial lloan products we offer are the following: ;

*  business lines of credit, including warehouse lines of credit to other mortgage lenders;
* - loans secured by real estate; and
e working capital loans.

Commercial loans are made on a secured or unsecured basis. Assets providing collateral for secured
commercial loans require an appraised value sufficient to satisfy our loan-to-value ratio requirements of no
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higher than 90%. We also generally require that our commercial customers maintain a'minimum debt-service
coverage ratio of 1.2 to 1. In addition, we consider the creditworthiness and managerial ability of our borrowers,
the enforceability and collectibility of any relevant guarantees and the quality of the collateral.

|

At December 31, 2005, our commercial real estate loan bortfoho totaled $995,4 million, or 9.4% of our
investment loan portfolio. At December 31, 2005, our non-real estate commercial loan portfolio was
$8.4 million, or 0.1% of our investment loan portfolio. During 2005, we originated $555.5 million commercial
loans versus $368.1 million in 2004. At December 31, 2004, our commercial real estate portfolio totaled
$751.7 million and our non-real estate commercial loan portfolio totaled $9.1 million. -

In January 2006, federal banking regulators issued a joint interagency proposal on lending guidelines
that would apply to commercial loans secured by real estate. Under the proposal, an institution would need to
hold additional capital for regulatory purposes if its origination and holding of commerc1al real estate loans
(‘“CREs”") rise above certain asset levels and contain certain risk characteristics. Qur amount of CREs at
December 31, 2005 fell well below these asset levels and therefore we do not anticipate that these proposed
guidelines would apply to us. However, we expect to continue monitoring this proposal

We also offer warehouse lines of credit to other mortgage lenders. These lines allow the lender to fund
the closing of a mortgage loan that is often acquired by us. Each extension or drawdown on the line is
collateralized by a mortgage loan. These lines of credit are, in most cases, personally guaranteed by a qualified
principal officer of the borrower. It is not a requirement that the loan collateralizing the borrowing be sold to us
or that the borrower have a correspondent relationship with us. The aggregate amount of warehouse lines of
credit granted to other mortgage lenders during 2005 was $1.3 billion of which $146.7 ‘million was outstanding
at December 31, 2005. At December 31, 2004, $1.5 billion in warehouse lines of credlt had been granted, of
which $249.3 mllllon was outstanding.

In March 2004, we discovered that a series of warehouse loans totaling $22.4 million we made to two
related borrowers were fraudulently obtained. Upon discovery of the fraud, we seized cash and real property with
an estimated value of $13.4 million. The United States government has also identified approximately $6 million
of additional cash and assets, and has been able to recover approximately $2.1 million through civil litigation.
The cash, real property and other assets are the subject of competing claims from another mortgage company
that was also defrauded and from the United States Government through a forfeiture action. In addition to any
loss mitigation efforts, we have filed a claim pursuant to a fidelity bond that we maintain to cover losses from
fraud. Management believes that the fidelity bond should cover any loss incurred from this situation that is in
excess of what we recover through our loss mitigation efforts. While there can be no assurance that our efforts
to recover the remaining balance will be successful or that we will not suffer any further loss from these loans,
management believes that any losses that might be sustained Would not be material to our operations.

Our banking operation offers a variety of other value- added fee-based banklng services. Fee-based
services include, but are not limited to: ‘ ;)
i

. payment choices, including debit card, pay-by- phone online money orders bank checks, and
traveler’s checks; ; ]

. a membership program featuring free checks, a varrety of product drscounts shopping and travel
services, and credit card protection service; and

. safety deposit box rentals.

Home Lending Operation. Our home lending operation originates, acquires, sells and services single-
family residential mortgage loans. The origination or acquisition of residential mortgage loans constitutes our
most significant lending activity. At December 31, 2005, approx1mate1y 71.9% of our earning assets consisted of
first mortgage loans on single-family residences. ! l,

During 2005, we were again one of the country’s top 20 l‘argest mortgage loan :‘originators We utilize
three production channels to originate or acquire mortgage loans — Retail, Broker and Correspondent. Each
production channel produces similar mortgage loan products and apphes the same underwrmng standards.

. Retail. In a retail transaction, we originate the loan through our natronwrde network of 101 home
loan centers as well as from our 137 banking centers located in Mlchrgan Indiana and Georgia
and our national call center located in Troy, Michigan. When we originate loans on a retail basis,
we complete all the loan paperwork and other aspects of the lending process and fund the
transaction ourselves. During 2005, we closed $4.0 billion utilizing this origination channel, which
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" equaled 14.2% of total originations versus the $3.9 billion originated in 2004 and $6.1 billion

. originated in 2003. In general, mortgage loans originated in our own offices must be delivered to
us. However, our offices are allowed to broker away a small portion of their originations when we
do not provide the loan program needed to complete the transaction. During 2005, less than 2.8%
of retail originations resulted in non-Flagstar loan products.

. Broker, In a broker transaction, an unaffiliated mortgage brokerage company completes all of the

" loan paperwork, but we supply the funding for the loan at closing (also known ds ‘‘table
funding’’) and become the lender of record. At closing, the broker may receive an origination fee

- from the borrower and we may also pay the broker a fee to acquire the mortgage servicing rights
on the loan. We currently have active broker relationships with over 6,000 mortgage brokerage
companies located in all 50 states. Brokers remain our largest loan production channel. During
2005, we closed $16.1 billion utilizing this origination channel, which equaled 57.1% of total

* originations versus $19.7 billion in 2004 and $32.0 billion in 2003. ’

. Correspondent. In a correspondent transaction, an unaffiliated mortgage company completes all of
the loan paperwork and also supplies the funding for the loan at closing. We acquire the loan

* after the mortgage company has funded the transaction, usually paying the mortgage company a
market price for the loan plus a fee to acquire the servicing rights to the loan. We have
correspondent relationships with over 1,000 mortgage companies located in all 50 states. During
2005, we closed $8.1 billion utilizing this origination channel, which equaled 28.7% of total

~ originations versus the $10.4 billion originated in 2004 and $18.3 billion originated in 2003.

We maintain 11 sales support offices that assist our brokers and correspondents nationwide. We also
continue to make increasing use of the Internet as a tool to facilitate the mortgage loan origination process
through our broker and correspondent production channels. Our brokers and correspondents are able to register
loans, lock the interest rates on loans, and check their in-process inventory, production statistics, and
underwriting; status through the Internet. During 2005, virtually all mortgage loans closed utilized the Internet in
the completion of the mortgage origination or acquisition process. We expect to continue to utilize technology to
streamline the mortgage origination process and bring service and convenience to our correspondent partners and
customers.

In December 2005, the federal banking agencies, including the OTS, issued proposed:lending guidelines
that would effectively require increased capital for holding loans in portfolio that were considered ‘‘non-
traditional.”” Under these guidelines, such loans included interest-only loans and payment option adjustable rate
mortgage loans which permit a borrower to make regular payments less than the amount of the scheduled
principal amortization, thereby increasing the loan balance (known as negative amortization). At December 31,
2005, approximately 41% of our mortgage loan portfolio was comprised of adjustable rate loans with interest-
only payments required during the first ten years. Although the guidelines are only in proposed form, we have
reviewed our existing portfolio to determine their potential applicability. Based on this initial review, we do not
anticipate that these guidelines will materially affect our current operations. However, our asséssment may
change as the guidelines are finalized.

We: offer permanent mortgage loans, which are either fixed-rate or adjustable-rate loans with terms
ranging from one year to thirty years. Mortgage loans originated or acquired are made either for the purpose of
purchasing a one-to-four family residence or the refinancing of an existing mortgage on a oneg-to-four family
residence.

Mortgage loans acquired or originated by the home lending operation are underwritten on a loan-by-
loan basis rather than on a pool basis. In general, mortgage loans produced through any of our production
channels are reviewed by one of our in-house loan underwriters or by a contract underwriter émployed by a
mortgage insurance company. However, certain of our correspondents have delegated underwriting authority.
Any loan not underwritten by a Flagstar employed underwriter must be warranted by the underwriter’s employer,
whether it is a mortgage insurance company or correspondent mortgage brokerage company.

We believe that our underwriting process, which relies on the electronic submission ¢f data and images,
allows for underwriting at a higher level of accuracy and timeliness than exists with processes that rely on paper
submissions. We also provide our underwriters with integrated quality control tools, such as AVMs, BPOs and
access to IRS Form 4506s to ensure underwriters have the information that they need to maké informed
decisions. The process begins with the submission of an electronic application and an initial determination of
eligibility. Application and required documents are then faxed or uploaded and all documents are identified by
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optrcal character recognition and staff. The underwriter is resp0n31b1e for checking the data integrity and
reviewing credit. The file is then reviewed in accordance with the apphcable guldelmes established by us for the
particular product. Quality control checks are performed as necessary using the tools outlined above, and a
decision is made and notice communicated to the prospective borrower. !

All such mortgage loans are secured by a mortgage on a one-to-four family r;esidential property and a
large majority of our mortgage loan products conform to the respective underwriting guidelines established by
Fannie Mae, the Government National Mortgage Association (“Gmme Mae’") or Freddie Mac, and together with
Fannie Mae and Ginnie Mae, (“‘the Agencies’”). We generally require that any first mortgage loan with a
loan-to-value ratio in excess of 80% must carry mortgage insurance. A loan-to-value ratio is the percentage that
the original principal amount of a loan bears to the appraised value of the mortgaged property at the time of
underwriting. In the case of a purchase money mortgage, we use‘; the lower of the appraised value of the property
or the purchase price of the property securing the loan in determining this ratio. We also verify the
reasonableness of the appraised value of loans by utilizing an automated valuation model (AVM). We generally
require a lower loan-to-value ratio, and thus a higher down payment for loans on homes that are not occupied as
a principal residence by the borrower. In addition, all first mortgage loans originated are subject to requirements
for title, fire, and hazard insurance. Real estate taxes are generally collected and held in escrow for
disbursement. We are also protected against fire or casualty loss lon home mortgage loans by a blanket mortgage
impairment insurance policy that insures us when the mortgagor’s insurance is inadequate.

Our home lending operation also makes loans for the constructlon of one-to-four family residential
housing throughout the United States, with a large concentration in our southern Michigan market area. These
construction loans usually convert to permanent financing upon completlon of construction. All construction
loans are secured by a first lien on the property under construction. Loan proceeds are disbursed in increments
as construction progresses and as mspectrons warrant. Constructlon/permanent loans may have adjustable or
fixed interest rates and are underwritten in accordance with the same terms and requrrements as permanent
mortgages, except during a construction period of generally up to nine months, in which the borrower is required
to make interest-only monthly payments. Monthly payments of principal and interest commence one month from
the date the loan is converted to permanent financing. Borrowers imust satisfy all credit requirements that would
apply to permanent mortgage loan financing prior to receiving construction financing for the subject property.
During 2003, we originated a total of $103.9 million in constructron loans versus $112.3 million originated in
2004 and $99.8 million originated in 2003. At December 31, 2005 our portfolio of loans held for investment
included $65.6 million of loans secured by properties under constructlon, or 0.6% of total loans held for
investment, '

We sell a majority of the mortgage loans we produce into the secondary markeét on a whole loan basis
or by securitizing the loans into mortgage-backed securities. As a'part of our overall mortgage banking strategy,
we securitize a majority of our mortgage loans through the Agencres We generally securmze our longer-term,
fixed- rate loans for sale while we hold the shorter duration and adjustable rate loans for investment.
Securitization is the process by which mortgage loans are aggregated and used to collateralize mortgage-backed
securities that are issued or guaranteed by the Agencies. These mortgage- -backed securities are generally sold to
a secondary market investor. We generally retain the servicing of the securitized loans, but we may also sell
these mortgage servicing rights, which we also refer to as MSRs, to other secondary market investors. In
general, we do not sell the servicing rights to mortgage loans that we originate for our own portfolio or that we

privately securitize. ‘

When we sell mortgage loans, we make customary representations and warranties to the purchasers
about various characteristics of each loan, such as the manner of origination, the nature'and extent of
underwriting standards applied and the types of documentation being provided. If a deféct in the origination
process is identified, we may be required to either repurchase the loan or indemnify the purchaser for losses it
sustains on the loan. If there are no such defects, we have no habrhty to the purchaser for losses it may incur on
such loan. We maintain a secondary market reserve to account for|the expected losses related to loans we may
be required to repurchase (or the indemnity payments we may have to make to purchasers) The secondary
market reserve takes into account both our estimate of expected losses on loans sold durmg the current
accounting period, as well as adjustments to our previous estimates of expected losses on loans sold during the
preceding five years. In each case, these estimates are based on our most recent data regarding loan repurchases,
actual credit losses on repurchased loans and recovery history, among other factors. Changes in the secondary
market reserve due to current loan sales decrease our gain on loan'sales. Adjustments to our previous estimates
are recorded as an increase or decrease in our other fees and charges. The amount of our secondary market
reserve equaled $17.6 million and $19.0 million at December 31, 2005 and 2004, respectively.

|
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The Liome lending operation also services mortgage loans for others. Servicing residential mortgage
loans for third-parties generates fee income and represents a significant business activity for us. During 2005,
2004 and 2003, we serviced portfolios of mortgage loans that averaged $26.8 billion, $26.4 billion and
$26.4 billion, respectively. The servicing generated gross revenue of $103.3 million, $106.2 million and
$104.3 million in 2005, 2004, and 2003, respectively. This revenue stream was offset by the amortization of
$94.5 million, $76.1 million and $123.0 million in previously capitalized values of MSRs in 2005, 2004, and
2003, respectively. When a loan is prepaid or refinanced, any remaining MSR for that loan is fully amortized.
During a period of falling or low interest rates, the rate of amortization of the capitalized value of MSRs
typically increases because of prepayments and refinancings of the underlying mortgage loans. During a period
of higher or rising interest rates, payoffs and refinancing typically slows reducing the rate of an{nortization.

We sell MSRs to the secondary market if we determine that market prices provide us with an
opportunity for appropriate profit. Over the past five years, we sold 71.6% of the MSRs for the loans we
originated. During 2005, we sold 42.1% of the portfolio we originated. The MSRs are sold in separate
transactions from the sale of the underlying loans. At the time of the sale, we record a gain or loss on such sale
based on the selling price of the MSRs less the carrying value and transaction costs. MSRs do not trade in an
active open market with readily observable market prices. The market price of MSRs changes w1th demand and
the general level of interest rates. (

Other Businéss Activities ‘
We conduct business through a number of wholly-owned subsidiaries in addition to thé Bank.

Dou:‘glas Insurance Agency, Inc. (‘‘Douglas’’) acts as an agent for life insurance and health and
casualty insurance companies. Douglas’ primary purpose is to act as the agent that provides group life and
health insurance to Flagstar Bancorp, Inc. employees. Douglas also acts as a broker with regard to certain
insurance product offerings to employees and customers. Douglas’ activities are not material to, our business.

Flagstar Credit Corporation. Flagstar Credit Corporation (*‘Credit’’), a wholly owned subsidiary of the
Company, participates in private mortgage insurance operations with unaffiliated private mortgage insurers.
Credit collects up to 25% of the mortgage insurance premiums paid by the borrowers in exchange for providing
certain performance guarantees on certain pools of Joans underwritten and originated by our home lending
operation. As such, Credit provides second tier loss protection when foreclosure losses on the poo] of loans
exceeds 5% of the original principal balances. The loans are insured for any loss greater than ﬂO% by third party
insurance carrlers ,

Other Flagstar Subsidiaries. In addition to the Bank, Douglas and Credit, we have a number of wholly-~
owned subsidiaries that are inactive. We also own seven statutory trusts that are not consolidated with our
operations. For additional information, see Notes 2 and 17 of the Notes to the Consolidated Financial
Statements, in Item 8. Financial Statements and Supplemental Data, herein. ‘

F lagstar Bank. The Bank, our primary subsidiary, is a federally chartered, stock savmgs bank
headquartered in Troy, Michigan. The Bank is the sole shareholder of Flagstar Intermediate Holdmg Company
(“‘IHC’"). IHC is the holding company for Flagstar LLC.

Flagstar LLC. Flagstar LLC (“‘LLLC"*) is a Michigan based limited liability corporation whose
membership; interest is owned by Flagstar Intermediate Holding Company and the Bank. LLC holds a portfolio
of mortgage loans for state tax purposes.

Flagstar ABS LLC. Flagstar ABS LLC (*‘ABS”’) is a bankruptcy remote special pufpose entity that
has been created to hold trust certificates in connection with our private securitization offerings.

Other Bank Subsidiaries. The Bank, in addition to IHC, also wholly owns several sﬁbsidiaries, all of
which are inactive.

Regulation and Supervision

Both the Company and the Bank are subject to regulation by the OTS. Also, the Bank is a member of
the FHLB and our deposits are insured by the FDIC through the SAIF. Accordingly, we are subject to an
extensive regulatory framework which imposes restrictions on our activities, minimum capitali requirements,
lending and deposit restrictions and numerous other requirements primarily intended for the protection of
depositors, federal deposit insurance funds and the banking system as a whole, rather than for the protection of
shareholders and creditors. Many of these laws and regulations have undergone significant change in recent
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years and are likely to change in the future. Future legislative oriregulatory change, or changes in enforcement
practices or court rulings, may have a significant and potentially .adverse impact on our operations and financial
condition. Our nonbank financial subsidiaries are also subject to ‘various federal and state laws and regulations.

Federal Home Loan Bank System. The primary purpose of the Federal Home Loan Banks (the
“FHLBs”’) is to provide funding to their members, in the form of repayable advances for making housing loans
as well as for affordable housing and community development lendmg The FHLBs are generally able to make
advances to their member institutions at interest rates that are lower than the members! could otherwise obtain.
The FHLB System consists of 12 regional FHLBs; each is federally chartered but prlvately owned by its
member institutions. The Federal Housing Finance Board (’ Fmanee Board’’), a government agency, is generally
responsible for regulating the FHLB System. The Bank is currently a member of the FHLB located in
Indianapolis. ‘

Holding Company Status and Acquisitions. We are a savmgs and loan holdmg company, as defined by
federal law. We may not acquire control of another savings association unless the OTS approves such transaction
and we may not be acquired by a company other than a bank holding company unless, ‘the OTS approves such
transaction, or by an individual unless the OTS does not object after receiving notice. We may not be acquired
by a bank holding company unless the Board of Governors of the Federal Reserve System (the ‘‘Federal
Reserve’’) approves such transaction. In any case, the public must have an opportunlty to comment on any such
proposed acquisition, and the OTS or Federal Reserve must complete an application review. Without prior
approval from the OTS, we may not acquire more than 5% of the voting stock of any savings institution. In
addition, the federal Gramm-Leach-Bliley Act generally restricts any non-financial ent1ty from acquiring us
unless such non-financial entity was, or had submitted an apphcatlon to become, a savmgs and loan holding
company on or before May 4, 1999. Also, because we were a savings and loan holdmg company prior to that
date, we may engage in nonfinancial activities and acquire nonfinancial subsidiaries. |

Capital Adequacy. The Bank must maintain a mlmmum\amount of capltal to satlsfy various regulatory
capital requirements under OTS regulations and federal law. There is no such requ1rement that applies to the
Company. Federal law and regulations establish five levels of caprtal compliance: well-capitalized, adequately
capitalized, undercapitalized, significantly undercapitalized and critically undercapitalized. As of December 31,
2005 the Bank met all capital requirements to which it was sub_]ect and satisfied the requirements to be treated

“‘well-capitalized’” under OTS regulations. An institution is treated as well-capitalized if its ratio of total risk-
based capital to risk-weighted assets is 10.00% or more, its ratio tof Tier 1 capital to risk-weighted assets is
6.00% or more, its leverage ratio is 5.00% or more, and it is not subject to any federal supervisory order or
directive to meet a specific capital level. In contrast, an institution is only considered to be ‘‘adequately
capitalized” if its capital structure satisfies lesser required levels, such as a total risk-based capital ratio of not
less than 8.00%, a Tier 1 risk-based capital ratio of not less than 4.00%, and (unless it is in the most highly-
rated category) a leverage ratio of not less than 4.00%. Any institution that is neither well-capitalized nor
adequately capitalized will be considered undercapitalized. Any 1nst1tut10n with a tanglble equity ratio of 2.00%
or less will be considered critically undercapitalized. ! ;

The various U.S. banking agencies and the Basel Committee on Banking Supervision are developing a
new set of regulatory risk-based capital requirements that would apply to the 20 largest banks in the United
States, initially and to us soon afterwards. The Basel Committee on Banking Supervision is a committee
established by the central bank governors of certain mdustrlahzed nations, including the United States. The new
requirements are commonly referred to as Basel II or The New Basel Capital Accord. We are assessing the
potential impact that the New Basel Capital Accord may have on\our business practlees as well as the broader
competitive effects within the industry. F ‘

In October 2005, the various U.S. banking agencies issued an advance rnlemaking notice that
contemplated possible modifications to the risk-based capital framework applicable to those domestic banking
organizations that would not be affected by Basel II. These possible modifications, known colloquially as
Basel 1A, are intended to avoid future competitive inequalities between Basel I and Basel II organizations and
include: (1) increasing the number of risk-weight categories; (ii) expandmg the use of external ratings for credit
risk; (iii) expanding the range of collateral and guarantors to quahfy for a lower risk Werght and (iv) basing
residential mortgage risk ratings on loan-to-value ratios. The banking regulators indicated an intention to publish
proposed rules for implementation of Basel I and Basel II in srmrlar time frames, Wthh we currently expect
may occur during 2006. 1‘ ‘;

Payment of Dividends. The Company is a legal entity separate and distinct from the Bank and our
nonbanking subsidiaries. The Company’s principal sources of funds are cash dividends'paid by the Bank and




these other subsidiaries, including Flagstar Credit Corporation, investment income and borrowings. Federal laws
limit the amount of dividends or other capital distributions that the Bank can pay us. The Bank: has a policy to
remain ‘‘wellcapitalized’’” under OTS capital adequacy regulations (discussed immediately above). Accordingly,
the Bank will not pay dividends to the Company if it would result in the Bank not being well-capitalized. In
addition, the Bank must file a notice with the OTS at least 30 days before it can pay a dividend to the
Company.

Deposit Insurance. The FDIC insures the deposits of the Bank and such insurance is backed by the full
faith and credit of the United States government. The FDIC administers two separate deposit insurance funds,
the Bank Insurance Fund (the ‘‘BIF’’) and the Savings Association Insurance Fund (the ‘‘SAIF’’). The SAIF is
the deposit insurance fund for most savings associations, including the Bank. The FDIC has established a risk-
based system: for setting deposit insurance assessments. Under the risk-based assessment system, an institution’s
insurance assessments vary according to the level of capital the institution holds and the degree to which it is
the subject of supervisory concern. During 2005, the assessment rate for SAIF deposits ranged .from zero to
0.27% of assessable deposits. In February 2006, President Bush signed into law the Federal Deposit Insurance
Reform Conforming Amendments Act of 2005, which among other things, will merge the BIF and the SAIF. It
is not yet clear what impact, if any, the law will have on our cost of deposit insurance.

If the Bank were to fail, claims for administrative expenses of the receiver and for deposits in all of our
branches (including claims of the FDIC as subrogee) would have priority over the claims of general unsecured
creditors and:shareholders.

Affiliate Transaction Restrictions. The Bank is subject to the affiliate and insider transaction rules
applicable to member banks of the Federal Reserve System as well as additional limitations imposed by the
OTS. These provisions prohibit or limit a banking institution from extending credit to, or entering into certain
transactions with, affiliates, principal stockholders, directors and executive officers of the bankmg institution and
its affiliates.

Fedéral Reserve, Consumer and Other Regulation. Numerous regulations promulgateﬁ by the Federal
Reserve Board affect the business operations of the Bank. These include regulations relating to equal credit
opportunity, electronic fund transfers, collection of checks, truth in lending, truth in savings and availability of
funds. ‘

Under Federal Reserve Board regulations, the Bank is required to maintain a reserve against its
transaction accounts (primarily interest-bearing and non-interest-bearing checking accounts). Because reserves
must generally be maintained in cash or in non-interest-bearing accounts, the effect of the reserve requirements
is to increase the Bank’s cost of funds.

The: federal Gramm-Leach-Bliley Act includes provisions that protect consumers from the unauthorized
transfer and use of their nonpublic personal information by financial institutions. In addition, states are permitted
under the Gramm-Leach-Bliley Act to have their own privacy laws, which may offer greater protection to
consumers than the Gramm-Leach-Bliley Act. Numerous states in which we do business have enacted such laws.

The USA PATRIOT Act, which was enacted following the events of September 11, 2001, included
numerous provisions designed to detect and prevent international money laundering and to blog¢k terrorist access
to the U.S. financial system. We have established policies and procedures intended to fully comply with the
USA PATRIOT Act’s provisions, as well as other aspects of anti-money laundering 1eg1slat10n and the Bank
Secrecy Act.

Community Reinvestment Act. The Community Reinvestment Act (‘*°“CRA’’) requires ithe Bank to
ascertain and help meet the credit needs of the communities it serves, including low- to moderate-income
neighborhoods, while maintaining safe and sound banking practices. The primary federal regulatory agency
assigns one of four possible ratings to an institution’s CRA performance and is required to make public an
institution’s rating and written evaluation. The four possible ratings of meeting community credit needs are
outstanding, satisfactory, needs to improve and substantial noncompliance. In 2005, the Bank recelved an
“outstanding’” CRA rating from the OTS.

Regulatory Enforcement. The OTS and the FDIC may take regulatory enforcement actions against any
of their regulated institutions that do not operate in accordance with applicable regulations, policies and
directives. Proceedings may be instituted against any banking institution, or any ‘‘institution-affiliated party,’’
such as a director, officer, employee, agent or controlling person, who engages in unsafe and unsound practices,
including violations of applicable laws and regulations. Each of the OTS and the FDIC has authority under
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various circumstances to appoint a receiver or conservator for an insured institution that it regulates, to issue
cease and desist orders, to obtain injunctions restraining or prohibiting unsafe or unsound practices, to revalue
assets and to require the establishment of reserves. The FDIC has additional authority to terminate insurance of
accounts, after notice and hearing, upon a finding that the insured institution is or has engaged in any unsafe or
unsound practice that has not been corrected, is operating in an unsafe or unsound condition or has violated any
applicable law, regulation, rule, or order of, or condition imposed by, the FDIC. ‘

Environmental Regulation

QOur business and properties are subject to federal and state laws and regulations governing
environmental matters, including the regulation of hazardous substances and wastes. For example, under the
federal Comprehensive Environmental Response, Compensation, and Liability Act and similar state laws, owners
and operators of contaminated properties may be liable for the costs of cleaning up hazardous substances
without regard to whether such persons actually caused the contamination. Such laws may affect us both as an
owner or former owner of properties used in or held for our business, and as a secured lender on property that
is found to contain hazardous substances or wastes. If we foreclose on a defaulted mortgage loan to recover our
investment in such mortgage loan, we may be subject to environmental liabilities in connection with the
underlying real property. We may also have to pay for the entire cost of any removal and clean-up without the
contribution of any other third parties. These liabilities and costs .could exceed the fair value of the real property
and may make the property impossible to sell. Our general policy is to obtain an environmental assessment prior
to foreclosing on commercial property. We may elect not to foreclose on properties that contain such hazardous
substances or wastes, thereby limiting, and in some instances prei;luding, the liquidation of such properties.

‘ .
Competition ! :
" I

We face substantial competition in attracting deposits, especially in our Michigan and Indiana market
areas, and in making loans. Our most direct competition for deposits has historically come from other savings
institutions, commercial banks and credit unions in our local market areas. Money market funds and full-service
securities brokerage firms also compete with us for deposits. We compete for deposits by offering high quality
and convenient bankmg services at a large number of convenient locations, including longer banking hours and

*‘sit-down’’ banking in which a customer is served at a desk rather than in a teller line. We also compete by
offering competitive interest rates on our deposit products. !

From a lending perspective, there are a large number of institutions offering mortgage loans, consumer
loans and commercial loans, including many mortgage lenders that operate on a national scale, as well as local
savings institutions, commercial banks, and other lenders. We compete by offering competitive interest rates, fees
and other loan terms and by offering efficient and rapid service. “ !

|
Additional information !

Our executive offices are located at 5151 Corporate Drivé Troy, Michigan 48098, and our telephone
number is (248) 312-2000. Our stock is traded on the New York Stock Exchange underr the symbol “‘FBC’’.

We make our annual reports on Form 10-K, quarterly reports on Form 10-Q, current reports on
Form 8-K and amendments to those reports filed or furnished pursuant to Section 13(a) or 15(d) of the
Exchange Act available free of charge on our website at www.flagstar.com as soon as reasonably practicable
after we electronically file such material with the Securities and E‘xchange Commission:
! §
ITEM 1A. RISK FACTORS : i
| ‘
Our financial condition and results of operations may be adversely affected by various factors, many of
which are beyond our control. These risk factors include the followmg

. . .. .0 . . ! | o
General business, economic and political conditions may srgmﬁca\‘mtly affect our earnings.

Our business and earnings are sensitive to general business and economic conditions in the United
States. These conditions include short-term and long-term interest rates, inflation, fluctuations in both debt and
equity capital markets, and the strength of the U.S. economy, as well as the local economies in which we
conduct business. If any of these conditions worsen, our business and earnmgs could be-adversely affected. For
example, business and economic conditions that negatively impact household incomes could decrease the
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demand for our home loans and increase the number of customers who become delinquent or default on their
loans; or, a nsmg interest rate environment could decrease the demand for loans.

In addition, our business and earnings are significantly affected by the fiscal and monetary policies of
the federal government and its agencies. We are particularly affected by the policies of the Fedéral Reserve,
which regulates the supply of money and credit in the United States. The Federal Reserve’s policies influence
the size of the mortgage origination market, which significantly impacts the earnings of our mortgage lending
operation and the value of our investment in MSRs and other retained interests. The Federal Reserve’s pohc1es
also influence the yield on our interest-earning assets and the cost of our interest-bearing liabilities. Changes in
those policies are beyond our control and difficult to predict and could have a material adverse effect on our
business, results of operations and financial condition.

Political conditions can also impact our earnings. Acts or threats of war or terrorism, as well as actions
taken by the U.S. or other governments in response to such acts or threats, could adversely 1mpact business and
economic conditions in the United States.

If we cannot effectively manage the volatility of interest rates, our earnings could be adversely affected.

Our main objective in managing interest rate risk is to moderate the impact of changes in interest rates
on our earnings over an extended period of time. As such, our interest rate risk management strategles may
result in significant earnings volatility in the short term.

Our'profitability depends in substantial part on our *‘net interest spread,”” which is the difference
between the rates we receive on loans and investments and the rates we pay for deposits and other sources of
funds. Our profltablllty also depends in substantial part on the volume of loan originations in our mortgage
banking operations. Our net interest spread and our volume of mortgage originations will depend on many
factors that are partly or entirely outside our control, including competition, federal economic, monetary and
fiscal policies, and economic conditions generally. Historically, net interest spreads and the mortgage origination
volumes for ‘the Bank and for other financial institutions have widened and narrowed in response to these and
other factors. Our goal has been to structure our asset and liability management strategies to mitigate the impact
of changes in market interest rate on our net interest spread and gains related to mortgage origination volume.
However, we can not give any assurance that a sudden or significant change in prevailing interest rates will not
have a material adverse effect on our operating results.

Our profitability levels on loan sales may be adversely affected in a rapidly rising interest rate
environment. We manage the strategic interest rate risk in our home lending operation primarily through the
natural counterbalance of our loan production and servicing operations. Increasing interest rates may decrease
our mortgage loan originations and sales. Generally, the volume of mortgage loan originations is inversely
related to the level of long-term interest rates. During periods of low interest rates, a significant number of our
customers may elect to refinance their mortgages (i.e., pay off their existing higher rate mortgage loans with
new mortgage loans obtained at lower interest rates). Our profitability levels and those of othérs in the mortgage
banking industry have generally been strongest during periods of low and/or declining interest rates, as we have
historically been able to sell the increased volume of loans into the secondary market at a gain. If interest rates
rise after we fix a price for a loan or commitment but before we close or sell such loan, the value of the loan
will decrease and the amount we receive from selling the loan may be less than its cost to originate.

Conversely, the market value of, and earnings from, our mortgage loan servicing portfolio may be
adversely affected by declines in interest rates. When mortgage rates rise, we would generally, expect reduced
payoffs in our servicing portfolio, which increases the fair value of our MSR. When mortgage interest rates
decline, mortgage loan prepayments usually increase as customers refinance their loans. When this happens, the
income stream from our current mortgage loan servicing portfolio may decline. In that case, we may be required
to amortize! the portfolio over a shorter period of time or reduce the carrying value of our mortgage loan
servicing portfolio. :

Changes in interest rates may cause a mismatch in our mortgage origination flow of loans, or
“‘pipeline’”’ and adversely affect our profitability. In our mortgage banking operation, we are jexposed to interest
rate risk from the time we commit to an interest rate on a mortgage loan application through| the time we sell or
commiit to sell the mortgage loan. On a daily basis, we analyze various economic and market factors to estimate
the percentage of mortgage loans we expect to sell for delivery at a future date. The actual amount of loans we
sell will be a percentage computed as (1) the number of mortgage loans on which we have issued binding
commitments (and thereby locked in the interest rate) but have not yet closed (“‘pipeline loans’’), divided by
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(2) actual closings. If interest rates change in an unanticipated fashion, the actual percentage of pipeline loans
that close may differ from the projected percentage. The resulting mismatch of commitments to fund mortgage
loans and commitments to sell mortgage loans may have an adverse effect on the results of operations in any
such period. We may not have made commitments to sell these additional pipeline loans and therefore may incur
significant losses upon their sale if the market rate of interest is higher than the mortgage interest rate we
committed to on such additional pipeline loans. Our prof1tab111ty may be adversely affected to the extent our
economic hedging strategy is not successful. i ;

Prepayment Risk. We could be adversely affected by our policy not to impose prepayment penalties on
certain loans we originate for sale or for our own portfolio. As a result, these borrowers could be more inclined
to prepay their loans in a rapidly changing interest rate environment than those borrowers that face a prepayment
penalty cost. Such prepayment of loans we held in our portfolio could increase our interest rate risk above our
desired levels, and it could significantly reduce the value of our MSRs and the amount of our loan servicing
income. :

Repricing Risk. Repricing risks arise from the timing difference in the maturity and/or repricing of
assets, liabilities and off-balance sheet positions. While such repricing mismatches are fundamental to our
business, they can expose us to fluctuations in income and economic value as interest rates vary. For example, if
a long-term, fixed-rate loan is funded with a short-term deposit, future net interest income would be susceptible
to a decline as interest rates increase. This decline would occur because the interest income from the loan would
remain unchanged, while the interest paid on the deposit would increase each time the . «deposit matures. The
internal risk management process, however, does not eliminate repricing risk. ‘;

Yield Curve Risk. The value of certain loans, securities and hedges we hold is based on a number of
factors, including the shape or slope of the appropriate yield curve, as the market values financial assets and
hedge instruments based on expectations for interest rates in the future. Yield curves typically reflect the
market’s expectations for future interest rates. In valuing our assets and related hedge instruments, in
formulating our hedging strategies and in evaluating the interest rate sensitivity for risk management purposes,
our models use market yield curves, which are constantly changing. If the shape or slope of the market yield
curves change unexpectedly, the market values of our assets and related hedges may be negatively impacted
and/or changes in the value of the hedges may not be effectively correlated with the changes in the value of the
hedged assets or liabilities. ‘

Our home lending profitability will be significantly reduced if we are not able to resell mortgages.

Currently, we sell a substantial portion of the mortgage loans we originate. The profitability of our
mortgage banking operations depends in large part upon our ability to originate or purchase a high volume of
loans and to quickly sell them in the secondary market. Thus, we are dependent upon (1) the existence of an
active secondary market and (2) our ability to sell loans into that fnarket.

\ .

Our ability to sell mortgage loans readily is dependent upon the availability of an active secondary
market for single-family mortgage loans, which in turn depends i m part upon the continuation of programs
currently offered by Fannie Mae, Freddie Mac, Ginnie Mae and other institutional and non-institutional investors.
These entities account for a substantial portion of the secondary market in residential mortgage loans. Some of
the largest participants in the secondary market, including Fannie Mae, Freddie Mac and Ginnie Mae, are
government-sponsored enterprises whose activities are governed by federal law. Any future changes in laws that
significantly affect the activity of such government-sponsored enterprises could, in turn, adversely affect our
operations. i .

In addition, our ability to sell mortgage loans readily is dependent upon our ability to remain eligible
for the programs offered by Fannie Mae, Freddie Mac, Ginnie Ma¢ and other institutional and non-institutional
investors. We expect to remain eligible to participate in such programs but any significant impairment of our
eligibility could materially and adversely affect our operations. Further, the criteria for 1oans to be accepted
under such programs may be changed from time to time by the sponsoring entity. The profitability of
participating in specific programs may vary depending on a number of factors, mcludmg our administrative costs
of originating and purchasing qualifying loans. : ‘ .

[
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The potential for negative amortization in our option adjustable rate morigage product could have an adverse
effect on our credit,

Our option adjustable-rate mortgage loan (‘‘Option ARM’’) is a unique adjustable-rate mortgage that
can provide the borrower with up to four payment options each month and an introductory rate of interest
(“‘start rate’’) that is usually much lower than the loan’s fully-indexed interest rate and will last from one month
to three months, depending on the type of Option ARM selected by the borrower. Under one of the payment
options the minimum monthly payment may not be sufficient to pay all the interest that accrued during the
previous month. When this occurs and the borrower selects the minimum payment option, the unpald interest is
added to the principal balance. This is called negative amortization.

We continually monitor the credit risk inherent in the Option ARM and assess the adequacy of our loan
loss allowance for our portfolio of Option ARMs in light of prevailing circumstances and the Historical and
current levels of negative amortization in our Option ARM portfolio. If credit risks associated w1th the Option
ARM were to increase in severity, our earnings could be adversely affected.

We have substantial credit risk in connection with qualifying special purpose entities and loan sales.

Loan sales and securitization transactions comprise a significant source of our overall funding. Our
sales channels include whole loan sales, sales to government-sponsored enterprises and sales through private-
label securitizations. Private-label securitizations involve transfers of loans to off-balance sheet qualifying special
purpose entities. In our only transaction of this type to date, which occurred in December 2005, we retained
residual issued by the qualifying special purpose entity. Residuals that are created in a mortgage loan
securitization represent the first loss position and are not typically rated by a nationally recognized rating .‘
agency. We are, therefore, at risk for the initial losses that might occur with the securitization,

In addition, we retain limited credit exposure from the sale of mortgage loans. We make standard
representations and warranties to the transferee in connection with all such dispositions. These representations
and warranties do not insure against credit risk associated with the transferred loans, but if individual mortgage
loans are found not to have fully complied with the associated representations and warranties, we may be
required to repurchase the loans from the transferee. We have established a secondary market reserve for losses
that arise in connection with representations and warranties for loans sold. :

See Note 9 in the accompanying notes to the consolidated financial statements for further disclosure of
credit exposure associated with securitizations.

Rising unemployment or a decrease in housing prices could adversely affect our credit performance.

The performance of our loan portfolio reflects our underwriting policies and a generally favorable
economic environment for real estate lending. We continually monitor changes in the economy, particularly
unemployment rates and housing prices. If unemployment were to rise and either a slowdown/in housing price
appreciation or outright declines in housing prices were to occur, borrowers may be unable to, repay their loans.
As a result, we could experience higher credit losses in our loan portfolio, which could adversely affect our
earnings.

Our ability to borrow funds and raise capital could be limited, which could adversely affect our earnings.

Our ability to make mortgage loans depends largely on our ability to secure financing on acceptable
terms. Our primary sources of funds to meet our financing needs include loan sales and securitizations,
consumer deposits, borrowings from the FHLB, borrowings from investment and commercial banks through
repurchase agreements and capital. Qur ability to maintain borrowing facilities is subject to renewal of these
facilities. If we are unable to renew any of these financing arrangements or arrange for new financing on terms
acceptable to us, or if we default on any of the restrictions imposed upon us by our borrowing facilities, then we
may have to reduce the number of loans we are able to originate for sale in the secondary market or for our
statement of financial condition. A sudden and significant reduction in loan originations could adversely impact
our earnings. Additionally, we are required to maintain adequate capital to be regarded as ‘‘well capitalized”’ by
the OTS. See Note 22 in the accompanying notes to the consolidated financial statements. There is no guarantee
that we will be able to adequately access capital markets when or if a need for additional capital arises.
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| I
We face competition from banking and nonbanking companies. i !
‘ ‘ .
' | 4
. . I . I I . . . N
We operate in a highly competitive environment and expect competition. to continue as financial
services companies combine to produce larger companies that are able to offer a. wide array of financial
products and services at competitive prices. In addition, customer convenience and service capabilities, such as

product lines offered and the accessibility of services, are significant competitive, factors.

Our most direct competition for loans comes from commercial banks, other savings institutions and
national mortgage companies. Our most direct competition for déposits comes from commercial banks, other
savings institutions and credit unions doing business in our market areas. As with all banking organizations, we
have also experienced competition from nonbanking sources, 1nclud1ng mutual funds, corporate and government
debt securities and other investment alternatives offered within and outside of our primary market areas. In
addition, technological advances and the growth of e-commerce Have made it possible for non-depository
institutions to offer products and services that were traditionally offered only by banks. Many of these
competitors have fewer regulatory constraints and some have lowér cost structures. |

[
Changes in the regulation of housing government-sponsored enterprtses could adversely affect our business.

Fannie Mae, Freddie Mac, Ginnie Mae and the FHLBs are housing government sponsored enterprises
(““‘GSEs’*), which play a powerful role in the mortgage industry. We have significant business relationships with
these GSEs, particularly the sale of loans to these entities. Proposals being considered in Congress include
establishing a new independent agency to regulate GSEs, imposing new regulatory testrictions on the activities
and operations of GSEs and reducing or limiting certain business benefits GSEs receive from the federal
government. The enactment of any of these proposals could increase the costs incurred by, or otherwise
adversely affect the business of, the GSEs, which in turn could have an adverse impact on our business.

If we are unable to sell our loans to the GSEs due to limitations imposed on their business, our
liquidity in the secondary market could be substantially reduced in the short-term and our earnings could be
adversely affected. For further discussion of the FHLB System and the regulation of f1nanc1a1 services, see
“‘Regulation and Supervision’” above.

i

b
Negative public opinion could damage our reputation and adversely affect our earnmgs

Reputational risk, which is the risk to our earnings and capital from negative pubhc opinion, is inherent
in our business. Negative public opinion can result from the actual or perceived manner'in which we conduct our
business activities, including our sales and trading practices, including practices in our origination and servicing
operations and retail banking operations; our management of actual or potential conflicts of interest and ethical
issues; and our protection of confidential customer information. Negative public opinion can adversely affect our
ability to keep and attract customers and can expose us to litigation and regulatory action.

| !
Our accounting policies and methods are fundamental to how we report our financial condition and results
of operations, and they may require management to make esttmates about matters that are inherently
uncertain,

\ ‘

We have identified several accounting policies as being ““Critical’” to the presentation of our financial
condition and results of operations because they require management to make particularly subjective or complex
judgments about matters that are inherently uncertain and because of the likelihood that materially different
amounts would be recorded under different conditions or using d1fferent assumptions. These critical accounting
policies relate to our allowance for loan losses, valuations of MSRS derivative accountlng and secondary market
reserve. For more information, please refer to the *“Critical Accountlng Policies™ below. For instance, we use
estimates in determmmg the fair value of certain assets such as mortgage servicing rlghts and residual securities
that we retain in connection with the sale or securitization of mortgage loans. These estimates are based in part
on assumptions regarding prepayment speeds and loan loss levels. If loans in our investment portfolio, or loans
underlying our MSRs or residuals prepay faster than estimated or loan loss levels are higher than anticipated, we
may be required to write down the value of certain assets which could adversely impact our earnings. Because
of the inherent uncertainty of the estimates associated with these critical accounting policies, we cannot provide
any assurance that we will not make significant adjustments at the later date to the related amounts recorded at
December 31, 2005. | d i

h . ;
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Our financial condition and results of operations are reported in accordance with U.S. GAAP. While
not impacting: economic results, future changes in accounting principles issued by the Financial :Accounting
Standards Board could impact our operational results as reported under U.S. GAAP.

We depend on the accuracy and completeness of information about customers and counterparties.

In deciding whether to extend credit or enter into other transactions with customers and counterparties,
we may rely on information furnished to us by or on behalf of customers and counterparties, including financial
statements and other financial information. We also may rely on representations of customers and counterparties
as to the accuracy and completeness of that information and, with respect to financial statements, on reports of
independent auditors. For example, in deciding whether to extend credit to institutional customers, we may
assume that a customer’s audited financial statements conform with accounting principles generally accepted in
the United States of America (‘“U.S. GAAP’’) and present fairly, in all material respects, the financial condition,
results of opérations and cash flows of the customer. Our financial condition and results of operations could be
negatively impacted to the extent we rely on financial statements that do not comply with U.S. GAAP or are
materially misleading.

We may not be able to replace key members of senior management or attract and retain qualified relationship
managers in the future.

We depend on the services of existing senior management to carry out its business and investment
strategies. As we expand and as we continue to refine our business model, we will need to continue to attract
and retain additional senior management and to recruit qualified individuals to succeed existing key personnel as i
they retire. In addition, as we increase our commercial lending and plans to continue to expand our locations,
products and services, we will need to continue to attract and retain qualified banking personnel. Competition
for such personnel is especially keen in our geographic market areas. The loss of the services of any senior
management personnel, or the inability to recruit and retain qualified personnel in the future, could have an
adverse effect on our results of operations, financial conditions and prospects.

Our internal control systems could fail to detect certain events.

We'are subject to certain operations risks, including but not limited to data processing system failures
and errors and customer or employee fraud. We maintain a system of internal controls to mitigate such
occurrences and maintain insurance coverage for such risks, but should such an event occur that is not prevented
or detected by our internal controls, uninsured or in excess of applicable insurance limits, it could have a
significant adverse impact on our business, financial condition or resuits of operations. See “‘Item 9A. Controls
and Procedures’’ herein.

The network and computer systems on which we depend could fail or experience a security: breach.

Our computer systems could be vulnerable to unforeseen problems. Because we conduct part of our
business over the Internet and outsource several critical functions to third parties, operations will depend on the
ability, as well as that of third-party service providers, to protect computer systems and network infrastructure
against damage from fire, power loss, telecommunications failure, physical break-ins or similar catastrophic
events. Any damage or failure that causes interruptions in operations could have a material adverse effect on our
business, financial condition and results of operations. ‘

In ‘addition, a significant barrier to online financial transactions is the secure transmission of
confidential information over public networks. Our Internet banking system relies on encryption and
authentication technology to provide the security and authentication necessary to effect secure transmission of
confidential information. Advances in computer capabilities, new discoveries in the field of c¢ryptography or
other developments could result in a compromise or breach of the algorithms our third-party service providers
use to protect customer transaction data. If any such compromise of security were to occur, it could have a
material adverse effect on our business, financial condition and results of operations.

Market acceptance of Internet banking depends substantially on widespread adoption of the Internet for
general commercial and financial services transactions. If another provider of commercial services through the
Internet were to suffer damage from physical break-in, security breach or other disruptive problems caused by
the Internet or other users, the growth and public acceptance of the Internet for commercial transactions could
suffer. This type of an event could deter our potential customers or cause customers to leave us and thereby
materially ladversely affect our business, financial condition and results of operations. ;
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Our business is highly regulated. |

The banking industry in general is extenswely regulated‘ at the federal and state levels. Insured
depository institutions and their holding companies are subject to comprehensive regulation and supervision by
financial regulatory authorities covering all aspects of their organization, management and operations. The OTS
and the FDIC are primarily responsible for the federal regulation and supervision of the Bank and its affiliated
entities. In addition to their regulatory powers, these two agencies also have significant enforcement authority
that they can use to address unsafe and unsound banking practices, violations of laws, and capital and
operational deficiencies. Enforcement powers can be exercised in a number of ways, through either formal or
informal actions. Informal enforcement actions customarily remain confidential between the regulator and the
financial institution, while more formal enforcement actions are ¢ustomarily publicly disclosed. Further, the
Bank’s business is affected by regulation at the state level, including a variety of consumer protection
provisions, many of which provide for a private right of action and pose a risk of class action lawsuits. Banking
institutions also are affected by the various monetary and fiscal policies of the U.S. government, including those
of the Federal Reserve Board, and these policies can influence financial regulatory actions. Accordingly, the
actions of those governmental authorities responsible for regulatory, fiscal and monetary affairs can have a
significant impact on the activities of financial services firms such as ours. See further information in “‘Item 1.
Business — Regulation and Supervision.” w

Our business is cyclical.

f

The home lending segment of our business is a cyclical business that generally performs better in a low
interest rate environment such as the current one. The environment of historically low interest rates over the past
three years has been very favorable for mortgage bankers such as/us. As the industry transitions to a higher
interest rate environment, the demand for mortgage loans is expected to decrease, which would cause a lower
level of growth, or even a reduction, in earnings per share, in the\short run. In addition, other external factors,
including tax laws, the strength of various segments of the economy and demographlcs of our lending markets,
could influence the level of demand for mortgage loans. Gain on sale of loans is a large component of our
revenue and would be adversely impacted by a significant decrease in our mortgage loan volume.

Geographic concentrations pose a higher risk of loan losses.

A significant portion of our mortgage loan portfolio is geographically concentrated in certain states,
including Michigan, California, Florida, Colorado and Washington, that represent approximately 60% of our
mortgage loans held for investment balance at December 31, 2005. In addition, a large ‘concentration of our
commercial real estate loans are in Michigan. Any adverse economic conditions in these markets could cause the
number of loans originated to decrease, likely resulting in a corresponding decline in revenues and an increase in
credit risk. Also, we could be adversely affected by business disruptions triggered by natural disasters, including
the effects of the Gulf Coast Hurricanes and the effects of any future hurricanes, or acts of war or terrorism in
these geographic areas. '

Other Risk Factors.

The above description of risk factors is not exhaustive. Other risk factors are described elsewhere herein
as well as in other reports and documents that we file with or furnish to the SEC. Other factors that could also
cause results to differ from our expectations may not be described in any such report or document. Each of these
factors could by itself, or together with one or more other factors,’ adversely affect our business, results of
operations and/or financial condition. ! ‘

ITEM 1B. UNRESOLVED STAFF COMMENTS '

None. \

ITEM 2. PROPERTIES |

At December 31, 2005, we operated from 137 banking ce“nters in Michigan, Indiana and Georgia and
101 home lending centers in 24 states. We also maintain 11 wholesale lending offices. Our banking centers
consist of 70 free-standing office buildings, 41 in-store banking centers and 26 centers in buildings in which
there are other tenants, typically strip malls and similar retail centers. ‘
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We own the buildings and land for 58 of our offices, own the building but lease the land for one of our
offices, and lease the remaining 190 offices. The offices that we lease have lease expiration dates ranging from
2006 to 2019, At December 31, 2005, the total net book value of all of our offices and land was approximately
$200.8 million.

ITEM 3. LEGAL PROCEEDINGS

From time to time, we are party to legal proceedings incident to our business. However, at
December 31, 2005, there were no legal proceedings that we anticipate will have a material adverse effect on the
Company. See Note 21 of the Notes to Consolidated Financial Statements in Item 8. Financial [Statements and
Supplementary Data.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

No items were submitted during the fourth quarter of the year covered by this Report | to be voted on by
security holders through a solicitation of proxies or otherwise.
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PART II |

ITEM 5. MARKET FOR THE REGISTRANT’S COMMON ‘EQUITY, RELATED STOCKHOLDER
MATTERS AND ISSUER PURCHASES OF EQUITY SECURITIES

Our common stock trades on the New York Stock Exchénge under the tradiné symbol FBC. At
March 1, 2006, there were 63,477,117 shares of our common stock outstandmg held by approximately 2,800
shareholders of record.

Dividends

The following table shows the high and low closing prices for the Company’s common stock during
each calendar quarter during 2005 and 2004, and the cash dividends per common share declared during each
such calendar quarter. We declare dividends on our common stock on a quarterly basis and currently expect to
continue to do so. However, the amount of and nature of any dividends declared on our common stock in the
future will be determined by our Board of Directors in their sole, dlscretlon

I Highest Lowest
. Closing  Closing  Dividends Declared

Quarter Ending ' Price Price In the Period
December 31, 2005 | 81607 $12.69 $0.15
September 30, 2005 . 19.26 16 00 0.25
June 30, 2005 2039 18.10 0.25
March 31, 2005 269 108 0.25
December 31, 2004 2274 19.97 0.25
September 30, 2004 2235 18 81 0.25
June 30, 2004 2559 18. 98 0.25

March 31, 2004 o 27.55 20.75 0.25

Equity Compensation Plan Information :

The following table sets forth certain information with respect to securities to 1be issued under the
Company’s equity compensation plans as of December 31, 2005 | ‘

Number of ‘
Securities ; ‘ . Number of Securities
To Be Issued - Weighted-Average :  Remaining Available
Upon Exercise of ‘ Exercise Price of ‘ for Future Issuance
Qutstanding Outstanding Under Equity
Plan Category Options ‘ Options Compensation Plans

Equity Compensation Plans approved by ; !
security holders(1) 3,417,366 \‘ $13.02 . 5,685,646
Equity Compensation Plans not approved .
by security holders — ‘ — ' —

Total 3,417,366 i‘ $13.02 5,685,646

(1) Consists of our 1997 Employees and Directors Stock Option; Plan and our 2000 Stock Incentive Plan which
provide for the granting of non-qualified stock options, incentive stock options, restricted stock awards,
performance stock awards, stock bonuses and other awards to our employees, officers and directors. Awards
are granted at the market price of our common stock on the grant date, vest over varying periods generally
beginning six months from the date of grant, and expire ten years from the date of grant. All securities
remaining for future issuance represent options and stock awards available for award under the 1997
Employees and Directors Stock Option Plan and the 2000 Stock Incentive Plan.
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Sale of Unregistered Securities

The Company made no unregistered sales of its common stock during the quarter ended December 31,
2005.

Issuer Purchases of Equity Securities

The following table shows shares of our common stock that we purchased in the fourtﬂ quarter of 2005.

Maximum
Total Number of Approximate
Shares Dollar Value (in
Purchased millions) of Shares
as Part of that May Yet
Publicly Be Purchased
Shares Average Price Announced Under the Plans
j Purchased Paid Per Plans or . or Programs
Period (a) Share Programs : (b)
October 2003 — s — - 8250
November 2005 — — — $25.0
December 2005 418 15.27 — $25.0

“

Total ‘ ' 418 $15.27 —

(a) All of the shares purchased by the Company during the fourth quarter of 2005 were in connection with the
tax withholding of restricted stock granted under the 2000 Stock Incentive Plan. These purchases are not
included against the maximum number of shares that may yet be purchased under the Board of Directors
authorization.

(b) On October 29, 2002, the Board of Directors of the Company adopted a Stock Repurchase Program
pursuant to which the Company is empowered to repurchase up to $25 million worth of outstanding
common stock. No shares have been repurchased under this plan. If the Company repurchases shares, they
will be held as treasury stock and may be available for later reissue in connection with future stock
dividends, dividend reinvestment plans, employee benefit plans, and other general corporate purposes.
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ITEM 6. SELECTED FINANCIAL DATA 1{

At or fof; the Years Ended December 31,

2005 2004 2003 C 2002 2001
{In thousands, except per share data)

[l

Summary of Consolidated

Statements of Earnings(1): As Restategi As Restated As Restated
Interest income $708,663 $563,43'§ $503,068 ' $441,796  $425,135
Interest expense 462,393 340,146 308,482 263,880 325,041
Net interest income 246,270 223,291 194,585 . 177,916 100,094
Provision for loan losses 18,876 16,077 20,081 27,126 25,572
I . .
Net interest income after provision \‘; ‘
for loan losses 227,394 207,214 174,505 © 150,790 74,522
Other income 159,448 256,121‘3‘1 465,877 242,737 213,999
Operating and administrative !
expenses 262,887 243,005 252915, 226,121 173,250
Earnings before federal income tax ‘ |
provision 123,955 220,330/ 387,467 . 167,406 115,231
Provision for federal income taxes 44,090 77,592} 135,481 " 59,280 35,578
Earnings before a change in “\ » ‘
accounting principle 79,865 142,738 . 251,986 © 108,126 79,653
Cumulative effect of a change in V '
accounting principle — — | — . 18,716 —
Net earnings $ 79,865 $142,738 1 $251,986  $126,842 $ 79,653

Earnings per share before a change \‘J ’ Y

in accounting principle | _ .
Basic $1.29 $234 | 421 $185  Sl144
Diluted $1.25 $222 ° $3.95 8175 $1.34

Earnings per share from cumulative ‘

effect of a change in accounting

principle : ‘
Basic — — — 1 5032 —
Diluted — — — 5030 —
Net earnings per share — basic $1.29 5234 | $421 5217 $1.44
Net carnings per share — diluted $1.25 $222 $3.95 . $2.05 $1.34
Dividends per common share $0.90 $1.00 $0.50 \ $0.12 $0.09

(1) During 2005, we identified errors in the computation of our state tax liabilities, which resulted in the
restatement of our consolidated financial statements for 2004, 2003 and 2002.

'
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Summary of Coﬁéoiidated
Statements of Financial
Condition:

Total assets - ‘

Mortgage-backed securities held
to maturity

Loans receivable )
Mortgage servicing rights
Total deposits
FHLB advances
Security repurchase agreements
Stockholders’ equity

Other Financial and

Statistical Data:
Tangible capital ratio
Core capital ratio
Total risk-based capital ratio

Equity-to-assets ratio (at the end
of the period)

Equlty -to-assets Tatio (average for
the penpd)v

Book Valuie per share

Shares outstanding

Average shares outstanding

Mortgagegloans originated or
purchased

Other loans orlgmated or
purchased

Loans sold

Mortgage loans serviced for
others

Capitalized value of mortgage
servicing rights

Interest rate spread

Net interest margin =~

Return on average assets

Return oh average equity

Efficiency ratio

Net charge off ratio

Ratio of allowance to mvestment
loans

Ratio of! non-performmg assets to
total assets

Ratio of allowance to non-
performing loans

Number of banking cer;ters ,
Number of home loan centers

Note:

At or For the Years Ended December 31,

2005 2004 2003 2002 2001
(In thousands, except per share data)
As Restated  As Restated As Restated‘
§15075430 §13,143,014 510,553,246 § 8195840 § 6,619,851
1,414,986 20,710 30,678 39,110, —
12,349,865 12,065,465 9,599,803 7287338  5911,875
315,678 187,975 260,128 230,756 168,469
7,979,000 7,379,655 5,680,167 4373889 3,608,103
4,225,000 4,090,000 3,246,000 2,222,000 1,970,505
1,060,097 — — i —
771,883 728,954 638,801 405,430 280,473
6.26% 6.19% 7.34% 6.61% 5.98%
6.26% 6.19% 17.34% 6.61% 5.98%
11.09% 10.97% 13.30% 11.81% 11.18%
5.12% 5.54% 6.05% 4.95% 4.24%
5.07% 5.68% 5.17% 4.68% 3.61%
$ 1221 8 11.88 8 1053 $ 685 § 4.88
63,208 61,358 60,675 59,190 57,420
62,128 61,057 59,811 58,350 55,446
$28,244,561  $34,248,988  $56,550,735 $43391,116  §33,245,157
1,706,246 995,429 609,092 388,006 203,349
23451430 28,937,576 51,922,757  40,495894 30,879,271
29,648,088 21,354,724  30,395079 21,586,797 14,222,802
1.06% 0.88% 0.86% LO7% 1.18%
1.74% 1.87% 2.01% 2.76% 1.73%
1.82% 1.99% 2.16% 2.80% 1.74%
0.54% 1.17% 2.50% 1.76% 1.26%
10.66% ©20.60% 48.35% 37.61% 34.97%
64.8% 50.7% 38.3% 53.8% 55.0%
0.16% 0.16% 0.35% 0.51% 0.35%
0.37% - 0.36% 0.55% 0:99% 0.93%
0.98% 0.99% 1.01% 1.51% 1.89%
60.7% 67.2% 64.9% 57.9% 35.8%
137 120 98 86 70
101 112 128 92 69
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ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS :

Overview

We have no significant business other than that of our wholly owned subsidiary, Flagstar Bank, FSB,
which we also refer to as the Bank. Operations of the Bank are categorized into two business segments: banking
and home lending. Each segment operates under the same banking charter, but is reported on a segmented basis
for financial reporting purposes. For certain financial information concerning the results of operations of our
banking and home lending operations, see Note 28 of the Notes to Consolidated Finaricial Statements, in Item 8,
Financial Statements, herein.

Banking Operation. We provide a full range of banking services to consumers and small businesses in
Michigan, Indiana and beginning in July 2005, Georgia. Our banking operation involves the gathering of
deposits and investing those deposits in duration-matched assets consisting primarily of mortgage loans
originated by our home lending operation. The banking operation holds these loans in its loans held for
investment portfolio in order to earn income based on the difference, or “‘spread,’” between the interest earned
on loans and the interest paid for deposits and other borrowed funds. At December 31, 2005, we operated a
network of 137 banking centers and provided banking services to approximately 256,000 customers. We continue
to focus on expanding our branch network in order to increase our access to retail deposit funding sources. As
we open new branches, we believe that the growth in deposits will continue over time. During 2005, we opened
17 banking centers, including five banking centers in Georgia. Durmg 2006, we expect to open nine additional
branches in the Atlanta, Georgia area and six branches in Michigan.

Home Lending Operation. Our home lending operation ongmates, packages and sells residential
mortgage loans in order to generate transactional income. The home lending operation also services mortgage
loans on a fee basis for others and sells mortgage servicing rights into the secondary market. Funding for our
home lending operation is provided by deposits and borrowings obtained by our banking operation.

The following tables present certain financial information concerning the results of operations of our
banking operation and home lending operation during the past three years.
BANKING OPERATION

At or for the Years Ended December 31,

2005 2004 2003
(In thousands)

"As Rjestated As Restated

Net interest income ' § 185276 $ 175403 S 166,060
Net gain on sale revenue \ — , — —
Other income oS53 63227 42,519
Earnings before federal taxes ! 123,726 135 080 100,447
Identifiable assets 14,176,340 12, 136 082 8,455,552
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HOME LENDING OPERATION

At or for the Years Ended;December 31,

2005 2004 2003
(In thousands)

As Restated 7 As Restated

Net interest income $ 60994 § 47888 © $ 28,526
Net gain on éale revenue 81,737 169,559 428,042
Other income 21,898 23,335 (4,684)
Earnings before federal taxes 229 85,250 287,020
Identifiable z:itssets 2,379,090 2,245,932 3,347,695

Net Earnings Summary

Our net earnings for 2005 of $79.9 million ($1.25 per diluted share) represents a 44.0% decrease from
the $142.7 million ($2.22 per diluted share) we achieved in 2004 and a decrease of 68.3% from the
$252.0 million ($3.95 per diluted share) earned in 2003. The net earnings during 2005 were affected by the
following factors:

. Lower non-interest income due to a significant reduction in the sales of MSRs, reflected in a
$73.5 million reduction in the gain on sale of MSRs in 2005 as compared to 2004. Throughout
* most of 2005, we believed that the current market for these servicing rights did mot fully reflect
their value. Accordingly, we retained more MSRs than in prior periods. '

¢ ' Lower non-interest income due to a decrease in loan fees and charges as a result of a reduction in
. loan originations. During the year ended December 31, 2005, loan originations were down 14.5%
. compared to 2004. To a large degree, the decrease in loan originations during 2005 was
attributable to a decline in mortgage refinancings in the overall market as a result of stabilizing or
increasing interest rates on single family mortgage loans.

. Lower non-interest income due to a reduced amount of net gain from loan sales'in the secondary
market.
. Higher net interest income due to the average higher interest rate that we earned on our interest-

" earning assets and the higher average balance of interest-earning assets offset by the increase in
the average interest rate that we paid on our deposits and interest-bearing liabilities.

. Higher overhead costs in our banking group attributable in part to the 17 new banking centers
that were opened during the year.

. A reduction in overhead costs in our home lending operation due to reduction in the number of
salaried and commissioned personnel in response to decreased loan demand.

See ‘‘Results of Operations,”” below.

Critical Accounting Policies

Our consolidated financial statements are prepared in accordance with accounting principles generally
accepted in the United States of America and reflect general practices within our industry. Application of these
principles requires management to make estimates or judgments that affect the amounts reported in the
consolidated' financial statements and accompanying notes. These estimates are based on information available to
management as of the date of the consolidated financial statements. Accordingly, as this information changes,
future financial statements could reflect different estimates or judgments. Certain policies inherently have a
greater reliance on the use of estimates, and as such have a greater possibility of producing results that could be
materially different than originally reported. The most significant accounting policies followed' by us are
presented in Note 2 to the consolidated financial statements included in Item 8 herein. These policies, along
with the disclosures presented in the other financial statement notes and other information presented herein,
provide information on how significant assets and liabilities are valued in the financial statements and how these
values are determined. Management views critical accounting policies to be those that are highly dependent on
subjective or complex judgments, estimates or assumptions, and where changes in those estimates and
assumptions could have a significant impact on our consolidated financial statements. Management currently
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views the determination of the allowance for loan losses, the valuation of MSRs, the valuation of derivative
instruments, and secondary market reserve to be our critical accounting policies..
|

Allowance for Loan Losses. The allowance for loan losses represents management’s estimate of
probable losses that are inherent in our loans held for investment portfolio, but which have not yet been realized
as of the date of our consolidated statement of financial condition. We recognize these losses when (a) available
information indicates that it is probable that a loss has occurred ‘and (b) the amount of the loss can be
reasonably estimated. We believe that the accounting estimates related to the allowance for loan losses are
critical because they require us to make subjective and complex judgments about the effect of matters that are
inherently uncertain. As a result, subsequent evaluations of the loan portfolio, in light:of the factors then
prevailing, may result in significant changes in the allowance for, loan losses. Our methodology for assessing the
adequacy of the allowance involves a significant amount of judgiment based on various factors such as general
econonic and business conditions, credit quality and collateral value trends, loan concentrations, recent trends in
our loss experience, new product initiatives and other variables. Although management believes its process for
determining the allowance for loan losses adequately considers all of the factors that could potentially result in
loan losses, the process includes subjective elements and may be" susceptible to significant change. To the extent
actual outcomes differ from management estimates, additional provision for loan losses could be required that
could adversely affect earnings or financial position in future perlods

Valuation of Mortgage Servicing Rights. When our home lending operation sells mortgage loans in the
secondary market, it usually retains the right to continue to service these loans and earn a servicing fee. At the
time the loan is sold on a servicing retained basis, we record the mortgage servicing right as an asset at its
relative fair value. From time to time, we sell some of these mortgage servicing rights:(‘ ' MSRs’’) to unaffiliated
purchasers in transactions that are separate from the sale of the underlymg loans. At the time of the sale, we
record a gain or loss based on the selling price of the MSRs less our carrying value and associated transaction
costs. A misstatement of the carrying value of this asset could adversely affect our earnings during the period in
which an incorrect valuation was determined. Determining the fair value of MSRs involves a calculation of the
present value of a set of market driven and MSR specific cash flows. MSRs do not trade in an active market
with readily observable market prices. However, the market price lof MSRs are generally a function of demand
and interest rates. When mortgage interest rates decline, mortgage loan prepayments usually increase as
customers refinance their loans. When this happens, the income stream from a MSR portfolio will decline. In
that case, we may be required to amortize the portfolio over a shorter period of time or reduce the carrying
value of our MSR portfolio. Accordingly, we must make assumptions about future interest rates and other
market conditions in order to estimate the current fair value our MSR portfolio. On an going basis, we compare
our fair value estimates to observable market data where available. On an annual basis, the value of our MSR
portfolio is reviewed by an outside valuation expert. |

Derivative Accounting. We utilize certain derivative mstruments in the ordinary course of our business
to manage our exposure to changes in interest rates. These derlvatlve instruments include forward sale
commitments and interest rate swaps. We also issue interest rate lock commitments to borrowers in connection
with single family mortgage loan originations. We recognize all derivative instruments on our consolidated
statement of financial position at fair value. The valuation of deriYative instruments is considered critical because
most are valued using discounted cash flow modeling techniques in the absence of market value quotes.
Therefore, we must make estimates regarding the amount and timing of future cash flows, which are susceptible
to significant change in future periods based on changes in interest rates. Our interest rate assumptions are based
on current yield curves, forward yield curves and various other factors. Internally generated valuations are
compared to third party data where available to validate the accuracy of our valuation models.

| .

Derivative instruments may be designated as either fair value or cash flow hedées under hedge
accounting principles or may be undesignated. A hedge of the exposure to changes in the fair value of 2
recognized asset, liability or unrecognized firm commitment is reférred to as a fair value hedge. A hedge of the
exposure to the variability of cash flows from a recognized asset, 11ab111ty or forecasted transaction is referred to
as a cash flow hedge. In the case of a qualifying fair value hedge, changes in the value of the derivative
instruments that are highly effective are recognized in current earnings along with the changes in value of the
designated hedged item. In the case of a qualifying cash flow hedge, changes in the value of the derivative
instruments that are highly effective are recognized in accumulated other comprehensive income, until the
hedged item is recognized in earnings. The ineffective portion of a:derivative’s change in fair value is recognized
through earnings. Derivatives that are non-designated hedges are adjusted to fair value through earnings. At
December 31, 2005, we had no derivatives designated as fair value'hedges. i
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Secondary Market Reserve. We sell most of the residential mortgage loans that we originate into the
secondary mortgage market. When we sell mortgage loans, we make customary representations and warranties to
the purchasers about various characteristics of each loan, such as the manner of origination, the nature and
extent of underwriting standards applied and the types of documentation being provided. If a defect in the
origination process is identified, we may be required to either repurchase the loan or indemnify the purchaser for
losses it sustains on the loan. If there are no such defects, we have no liability to the purchaser for losses it may
incur on such loan. We maintain a secondary market reserve to account for the expected credit losses related to
loans we may be required to repurchase (or the indemnity payments we may have to make to purchasers). The
secondary market reserve takes into account both our estimate of expected losses on loans sold .during the
current accounting period, as well as adjustments to our previous estimates of expected losses on loans sold
during the preceding five years. In each case, these estimates are based on our most recent data regarding loan
repurchases, actual credit losses on repurchased loans and recovery history, among other factors. Changes in the
secondary market reserve due to current loan sales decrease our gain on loan sales. Adjustments to our previous
estimates are recorded as an increase or decrease in our other fees and charges.

Results of Operations
Net Interest Income

2005, During 2005, we recognized $246.3 million in net interest income, which represented an increase
of 10.3% compared to the $223.3 million reported in 2004. Net interest income represented 60,7% of our total
revenue in 2005 as compared to 46.6% in 2004. Net interest income is primarily the dollar value of the average
yield we earn on the average balances of our interest-earning assets, less the dollar value of the average cost of
funds we incur on the average balances of our interest-bearing liabilities. At December 31, 2005, we had
approximately a $13.6 billion average balance of interest earning assets, of which approximately $13.1 billion
were residential mortgage loans. Interest income recorded on these loans included the amortization of net
premiums and net deferred loan origination costs. Partially offsetting the increase in earning assets was an
increase in our cost of funds. Our interest earning assets are funded with deposits and other short-term
liabilities, primarily borrowings from the FHLB and security repurchase agreements. Typically, there is a spread
between the long-term rates we earn on these mortgage loans and the short-term rates we pay on our funding
sources. During 20035, the spread between these interest rates narrowed as short-term rates increased. The
average cost of interest-bearing liabilities increased 10.4% from 3.16%, during 2004 to 3.49% iin 2005, while the
average yield on interest earning assets increased only 4.0%, from 5.03% during 2004 to 5.23% in 2005. As a
result, our interest rate spread during 2005 was 1.74% at year-end. The compression of our interest rate spread
during the year caused our interest rate margin for 2005 to decrease to 1.82% from 1.99% during 2004. This is
also reflected in the decline in our ratio of interest-earning assets to interest-bearing liabilities, from 104% in
2004 to 102% in 2005. ‘

2004. During 2004, we recognized $223.3 million in net interest income, which represented an increase
of 14.7% compared to the $194.6 million reported in 2003. Net interest income represented 46.6% of our total
revenue in 2004 as compared to 29.5% in 2003 reflecting both an increase in such income and a decrease in
revenue from our home lending operation. The increase in net interest income in 2004 was mainly driven by the
$2.2 billion, or 24.4%, increase in average earning assets. Offsetting the increase in average earning assets was a
decline in the average yield earned on our earning assets from 5.59% during 2003 to 5.03% in 2004. This
0.56% decrease was greater than the 0.42% decrease in the cost of our interest-bearing liabilities during 2004.
As a result, our interest rate margin decreased to 1.99% of average earning assets from 2.16% during 2003.

Average Yields Earned and Rates Paid

The following table presents interest income from average earning assets, expressed in dollars and
yields, and interest expense on average interest-bearing liabilities, expressed in dollars and rates. Interest income
from earning assets includes the $29.6 million, $15.8 million and $6.4 million of amortization of net premiums
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and net deferred loan origination costs in 2005, 2004 and 2003, respectlvely Non-accruing loans were included
in the average loans outstanding. |

For the Years Ended December 31,

AS Restated . As Restated
2005 2004 : 2003
Average | Average Average
Average Yield/ Average : Yield/ Average Yield/
Balance Interest Rate Balance " Interest Rate ‘Balance Interest Rate

(In thousands) i
Interest-earning assets: ! ‘ ’ .
Loans receivable, net $13,128,224 $688,791 5.25% $11,103,829 1 $559,902 5.04% $.8,648,332 $494,773 5.72%

Mortgaged backed - }‘ !
securities 370,405 19,019  5.13 25893 | 1,459 5.63 L 40,508 2634 650
Other 51,737 853 1.65 66,627 2,076 3.12 | 309,084 5661 1.83
Total interest-earning I - | - . 1
assets $13,550,366 $708,663  523% $11,196,349 u$563 437 5.03% §:8997,924 $503,068  5.59%
Other assets 1,240,143 1,002, 029 1 ‘1,074,529
Total assets $14,790,509 S 312198378 | 810072453
Interest-bearing :
liabilities: i
Deposits $ 7,971,506 $253292  3.18% § 6,724,568 (8167765 249% § 5310 614 $138,625 2.61%
FHLB advances 4742079 182,377  3.85% 3,631,851 | 143,914 3.96 2711 119 127,044 469
Security Repurchase ‘\ .
agreements 187,585 7,953 4.24% — — — ; — — —
Other 347,224 18771 5.41% 413913, 28,467 6.88 613,635 42813 698
Total interest-bearing .
liabilities $13,248,394 $462,393  349% $10,770,332  $340,146 3.16% 8635368 $308482  3.57%
Other liabilities 792,781 734,994 . 915,908
Stockholders’ equity 749,334 693,052 | s
Total habilities and ' b
stockholders’ equity $14,790,509 $12,198,378 ; $10,072,453
Net interest-carning assets ~ §__ 301,972 s w6017 | C$ 362,556
Net interest income $246,270 $223,201 $194,586
Interest rate spread(l) 1.74% M o 18% 2.01%
Net interest margin(2) 1.82% 1.99% Z 2.16%
=< L =" : =
Ratio of average interest- !
earning assets to interest- i
bearing liabilities 102% : 104% 104%

b — H

(1) Interest rate spread is the difference between rates of interest earned on interest- eammg assets and rates of
interest paid on interest-bearing liabilities. ‘ :

(2) Net interest margin is net interest income divided by average interest-earning assets.

I
|
i Y

Rate/Yolume Analysis “: ‘ !

The following table presents the dollar amount of changes m interest income and interest expense for
the components of earning assets and interest-bearing liabilities thatiare presented in the precedlng table. The
table below distinguishes between the changes related to average outstanding balances (changes in volume while
holding the initial rate constant) and the changes related to average interest rates (changes in average rates while

|
|
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holding the initial balance constant). Changes attributable to both a change in volume and a change in rates were
included as changes in rate.

For the Years Ended December 31,

2005 versus 2004 Increase 2004 versus 2003 Increase
(Decrease) Due to: (Decrease) Due to:

Rate Volume Total Rate Volume Total
(In millions) "

INTEREST-EARNING

ASSETS: ;

Loans receivable, net $26.9 $102.0 $128.9 $(75.4) $140.5 $65.1
Mortgage-backed securities (1.9) 19.4 17.5 (0.3) ¢ (0.9) (1.2)
Other (0.6) (0.6) (1.2) 1.6 (5.2 (3.6)
Total f ‘ $244 $120.8 $145.2 $(74.1) $134.4 $60.3
INTEREST-BEARING

LIABILITIES: » _ J'

Total deposits o $ 545 $ 31.0 $ 855 $ (7.8) 5 369 $29.1
FHLB advgnces (5.5) 44.0 38.5 (26.4) ) 432 16.8
Security repurchase agreements — 7.9 7.9 — _ — —
Other (5.1) (4.6) 9.7) ©4 (139 (14.3)
Total $43.9 $ 783 $1222  $(34.6) 'S 662 $31.6
Change in met interest income $(19.5) $ 425 $ 23.0 $(39.5) $ 68.2 $28.7

Provision for Loan Losses

During 2005, we recorded a provision for loan losses of $18.9 million as compared to $16.1 million
recorded during 2004 and $20.1 million recorded in 2003. The provisions reflect our estimates to maintain the
allowance for loan losses at a level to cover probable and inherent losses in the portfolio for each of the
respective periods. Net charge-offs in 2005 totaled $18.1 million compared to $15.6 million and $21.6 million in
2004 and 2003, respectively. Net charge-offs in 2005 totaled 0.16% of average investment loans compared to
0.16% and’ 0.35% in 2004 and 2003, respectively.

Non-Interest Income

Our non-interest income consists of (i) loan fees and charges, (ii) deposit fees and charges, (iii) loan
administration fees, (iv) net gains from loan sales, (v) net gains from sales of MSRs and (vi) other fees and
charges. Our total non-interest income equaled $159.4 million during 2005, which was a 37.7% decrease from
the $256.1; million of non-interest income that we earned in 2004. The primary reasons for the decline were
reductions in 2005 of net gains from sales of MSRs and sales of loans.

Deposit Fees and Charges. Our banking operation collects deposit fees and other charges such as fees
for non-sufficient funds checks, cashier check fees, ATM fees, overdraft protection, and otheér account fees for
services we provide to our banking customers. The amount of these fees tend to increase as a function of the
growth in-our deposit base. Total deposit fees and charges increased 39.7% during 2005 to $16.9 million
compared;to $12.1 million during 2004 and $7.0 million during 2003. During that time, total customers grew
from 155,000 at January 1, 2003 to 256,000 at December 31, 2005. We also implemented a new overdraft
protection program in December 2003, which increased deposit fees in 2004 and 2005.

Loan Fees and Charges. Both our home lending operation and banking operation éarn loan origination
fees and collect other charges in connection with originating residential mortgages and other types of loans. In
each period, we recorded fee income net of any fees deferred for the purposes of complying with Statement of
Financial Accounting Standard (‘‘SFAS’*) No. 91, ““Accounting for Non-Refundable Fees and Costs Associated
with Originating or Acquiring Loans and Initial Direct Costs of Leases.”” During 2005, we recorded gross loan
fees and charges of $71.6 million, a decrease of $11.4 million from the $83.0 million earned in 2004 and the
$136.9 million earned in 2003. The decline in loan fees and charges resulted from a reduction in the volume of
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I
loans originated during 2005 compared to 2004 and 2003. To a large degree, the decrease in loan originations
during 2005 was attributable to a continuing decline in mortgage refinancings in the overall market as a result of

stabilizing or increasing interest rates on single family mortgage‘ oans.
I

In accordance with SFAS 91, certain loan origination fees are capitalized and added as an adjustment to
the basis of the individual loans originated. These fees are accreted into income as an adjustment to the loan
yield over the life of the loan or when the loan is sold. During 2005 we deferred $59.0 million of fee revenue
for SFAS 91 purposes, compared to $65.0 million and $119.5 million, respectively, in 2004 and 2003.

Loan Administration Fees. When our home lending operation sells mortgage), loans in the secondary
market, it usually retains the right to continue to service these loans and earn a servicing fee. When an
underlying loan is prepaid or refinanced, the mortgage servicing' right for that loan is:extinguished and no
further fees will be earned for servicing that loan. During periods of falling interest rates, prepayments and
refinancings generally increase and, unless we provide replacement loans, it will usually result in a reduction in
loan servicing fees and increases in amortization recorded on the MSR portfolio.

During 2005, the volume of loans serviced for others averaged $26.8 billion, Wthh represented a 1.5%
increase from the $26.4 million during 2004. During 2005, we recorded $103.3 million in servicing fee revenue.
The fee revenue recorded in 2005 was offset by $94.5 million of MSR amortization. During 2005, the amount of
loan principal payments and payoffs received on serviced loans equaled $4.2 billion, a 40.0% decrease over
the 2004 total of $7.0 billion. The decrease was primarily attributable to the contmumg increase in interest rates
and the related decline in mortgage loan refinancing in 2005. } !

During 2004, the volume of loans serviced for others averaged $26.4 billion, essent1ally unchanged
from 2003. During 2004, we recorded $106.2 million in servicing fee revenue. The fee revenue recorded in 2004
was offset by $76.1 million of MSR amortization. During 2004, the amount of loan pr1nc1pa1 payments and
payoffs received on serviced loans equaled $7.0 billion, a 26.0%!decrease over the 2003 total of $10.0 billion.
The decrease was primarily attributable to the rising interest rates and the slow down of mortgage loan
refinances experienced in 2004. | !

During 2003, our loan servicing operation produced negative net fee income from the loans it serviced
for others of $18.7 million, reflecting the offset of fee income by a substantial increase in amortization expense
of MSRs as loan payoffs increased due to a surge in refinances. During 2003, we recorded $104.3 million in fee
revenue. This fee revenue recorded in 2003 was offset by $123.0 million of MSR amortization.

Net Gain on Loan Sales. Our home lending operation records the transaction fee income it generates
from the origination, securitization, and sale of mortgage loans 1r} the secondary market. The amount of net gain
on loan sale recognized is a function of the volume of mortgage loans sold and the gain on sale spread
achieved. The volatility in the gain on sale spread is attributable to market pricing, which changes with demand
and the general level of interest rates. Generally, we are able to sell loans into the secondary market at a gain
during periods of low or decreasing interest rates, and profitability levels have been gfeatest during these
periods. Typically, as the volume of acquirable loans increases in:a lower or falling 1nterest rate environment, we
are able to pay less to acquire loans and are then able to achieve'higher spreads on the eventual sale of the
acquired loans. In contrast, when interest rates rise, the volume of acquirable loans decreases and therefore we
may need to pay more in the acquisition phase, thus decreasing our net gain achievable. During 2005, our net
gain was also affected by declining spreads available from Fannie Mae and Freddie Mac, which collectively
acquire most of our loans that we sell. Net gain on loan sales is also increased or decreased by any mark to
market pricing adjustments in accordance with SFAS No. 133, Accounting for Dertvatzve Instruments
(*‘SFAS 133™).
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The following table provides a reconciliation of our net gain on loan sales reported in our consolidated
financial statéements to our total gain on loans sold within the period shown for the years ended December 31 (in
thousands):

2005 2004 2003
Net gain on loan sales S 63580 § 77819 § 360,740
Add: SFAS E33 adjustments 2,902 357 10,695
Add: provision to secondary market reserve 5,328 5,932 10,696
Total gain on loans sold $ 71810 § 84,108 S 382,131
Loans sold afnd securitized $23,451,430 $28,937,5’;76 $51,922,757
Spread achieved 0.31% 0.29% 0.74%

During February 2006, we modified our presentation of this table to reflect each year’s provision to the
secondary market reserve relating to loans sold in those years, with subsequent adjustments to a particular year’s
provision now reflected in other fees and charges. See Note 19, of the Notes to the Consolidatéd Financial
Statements, in Item 8. Financial Statements and Supplemental Data, herein.

2005. Net gains on loan sales totaled $63.6 million during 2005, an 18.3% decrease from the
$77.8 million realized during 2004. During 2005, the volume of loans sold and securitized totaled $23.5 billion,
a 18.7% decrease from the $28.9 billion of loan sales in 2004. Notwithstanding the lower volume of loans sold
in 2005, we received an average gain on sale spread of 0.31% in 2005 compared to 0.29% in 2004. During
2003, we recorded a provision of $5.3 million to our secondary market reserve for loans sold in the current year.

2004. Net gains on loan sales totaled $77.8 million during 2004, a 78.4% decrease from the
$360.7 million realized during 2003. During 2004, the volume of loans sold totaled $28.9 billion, a 44.3%
decrease from the $51.9 billion of loan sales in 2003. In addition to the lower volume of loansisold in 2004, we
received an average gain on sale spread of only 0.29% in 2004 compared to 0.74% in 2003. During 2004 and
2003, we recorded a provision of §5.9 million and $10.7 million, respectively, to our secondary market reserve
for loans sold in the current year. ‘

Net Gain on Mortgage Servicing Rights. Our home lending operation sells MSRs from time to time in
transactions separate from the sale of the underlying loans. At the time of the sale, we record a gain or loss
based on the selling price of the MSRs less our carrying value and transaction costs. Accordingly, the amount of
net gains on MSR sales is attributable to the gain on sale spread and the volume of MSRs sold. The spread is
attributable to market pricing which changes with demand and the general level of interest rates. In general, if a
MSR is sold in a ‘‘flow transaction’’ shortly after it is acquired, little or no gain will be realized on the sale. If
a MSR is more seasoned at the time it is sold, a MSR created in a lower interest rate environment generally will
have a higher market value because the underlying loan is less likely to be prepaid. Conversely, a MSR created
in a higher interest rate environment will generally sell at a market price below the original fair value recorded,
because of the increased likelihood of prepayment of the underlying loans, resulting in a loss.

2005. During 2005, the net gain on the sale of MSRs totaled only $18.2 million compared to a net gain
of $91.7 million in 2004. The $73.5 million decrease in net gain on the sale of MSRs is primarily due to a
significant reduction in the volume of MSRs as sold in 2005. Throughout most of 2003, we believed that the
current market for these MSRs did not fully reflect their value. Accordingly, we retained more MSRs in 2005
than in prior periods. We sold $1.9 billion of MSRs on a servicing released basis and $7.2 billion in bulk
servicing sales in 2005, ‘

2004. During 2004, the net gain on the sale of MSR totaled $91.7 million. The 2004 gain was a
$24.4 million increase from the $67.3 million recorded in 2003. The increase in net gains from MSR sales in
2004 was due primarily to the increased volume of MSRs generated in 2003 from record-level mortgage loan
originations by the Bank. The gain was also attributable to the increased value of those MSRs generated in 2003
as the interest rate levels began increasing in 2004. We sold $1.4 billion on a servicing released basis,
$18.8 billion of bulk servicing sales, and $10.8 billion of flow servicing in 2004 versus $2.4 billion on a
servicing released basis, $10.4 billion of bulk servicing sales, and $20.3 billion of flow servicing in 2003.

Other Fees and Charges. Other fees and charges include certain miscellaneous fees, including dividends
received on FHLB stock and income generated by our subsidiaries Flagstar Credit Corporation and Douglas
Insurance Agency, Inc. Flagstar Title Insurance Company also earned fees in 2003 and 2004 prior to its closing.
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During 2005, we recorded $11.1 million in dividends on an average outstanding balance of FHLB stock of
$264.2 million. We recorded $9.9 million and $8.1 million in dividends on an average balance of FHLB stock
outstanding of $225.1 million and $169.6 million in 2004 and 2003, respectively. During 2005, Flagstar Credit
earned fees of $4.9 million versus $5.0 million and $8.0 million in 2004 and 2003, réspectively. The amount of
fees earned by Flagstar Credit varies with the volume of loans that were insured during the respective periods.
Flagstar Title reported revenues of $108,000 and $2.0 million in 2004 and 2003, respectively.

Non-Interest Expense ‘
The following table sets forth detailed information regardmg our non- 1nterest expenses during the past
three years. |
I/ b

NON-INTEREST EXPENSES “
1 “For the Years Ended
‘ December 31,

; ; As As
' : . Restated  Restated
; 2005 . 2004 2003

(In thousands)

Compensation and benefits $150,738 u $ 154,111  $ 175,470

Commissions ’ 3 87,746 105607 142,406
Occupancy and equipment ) ) ‘Q 69, 121 ‘:‘ 66,233 66,186
Advertising ; 7550 . 10,174 12,242
Federal insurance premium ; 1, 1;46 1,050 1,708
Communication L 7, 181 6,975 8,293
Other taxes | ‘ L 10,127 | 12,999 21,286
Other i 46,362 P 39,926 51,803
Total 1 379971 | 397,075 479,394
Less: capitalized direct costs of loan closings, under SFAS 91 (117,084)  (154,070)  (226,479)
Total, net ; $ 262,887 $ 243,005 § 252,915

Efficiency ratio(1) : 64.8% ! 50.7% 38.3%

(1) Total operating and administrative expenses divided by the sum of net interest mcome and non-interest
income.

2005. Non-interest expenses, before the capitalization of'direct costs of loan closings, totaled
$380.0 million in 2005 compared to $397.1 million in 2004. The'4.3% decrease in non-interest expense in 2005
was due to lower compensation expense and lower commissions resulting from a decrease in the volume of loan
originations in our home lending operations and from our general cost containment efforts. Offsetting the
savings in our home lending operation were certain expenses associated with the increase in the number of
banking centers operated by our banking operation. During 2005, we opened 17 banking centers, which brings
the banking center network total to 137. As we shift our funding sources to more those retail in nature and
increase the size of the banking center network, we expect that the operating expenses associated with the
banking center network will continue to increase. |

Our gross compensation and benefit expense, before the capitalization of direct costs of loan closings,
totaled $150.7 million. The 2.2% decrease from 2004 is primarily attributable to the staff reductions due to the
decrease in loan production offset with normal salary increases and the employees hired at the new banking
centers. Our full-time equivalent (*‘FTE’’) employees only increased by nine to 2,405 at December 31, 2005.
Commission expense, which is a variable cost associated with loan production, totaled $87.7 million, equal to
29 basis points (0.29%) of total loan production in 2005. Occupancy and equipment totaled $69.1 million during
2005, which reflects the continuing expansion of our deposit banking center network, offset in part by the
closing of various non- profitable home loan centers. Advertising expense, which totaled $7.6 million at
December 31, 2005, decreased $2.5 million, or 25.7%, from the $10.1 million reported:in 2004. Our FDIC
premiums remained the same at $1.1 million as compared to 2004. The calculation of the premiums is based on
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our deposit portfolio and escrow accounts. We paid $7.2 million in communication expense for the year-ended
December 31, 2005. These expenses typically include telephone, fax and other types of electronic
communication. The slight increase in communication expenses is reflective of additional branch locations. We
pay taxes in the various states and local communities in which we are located. For the year ended December 31,
2005 our state and local taxes totaled $10.1 million, a decrease of $1.9 million, which is the result of a decrease
in taxable earnings. Other expense totaled $46.4 million during 2005. The fluctuation in the expenses is
reflective of the varied levels of loan production, the expansion undertaken in our banking operatlon offset by
the closing ofithe non-profitable home loan centers.

2004. Non-interest expenses, before the capitalization of direct costs of loan closings, totaled
$397.1 million in 2004 compared to $479.4 million in 2003. The 17.2% decrease in non-interest expense in
2004 was dueto lower compensation expense and lower commissions resulting from a decrease lin the volume of
mortgage originations in our home lending operation and from general cost containment efforts.: Offsetting the
savings in our home lending operation, we increased expenses associated with the increase in the number of
banking centers operated by our banking operation. During 2004, we opened 22 banking centers, bnnglng the
banking center network total to 120.

Our gross compensation and benefits expense, before the capitalization of direct costs of loan closings,
totaled $154.1 million. The 12.2% decrease in 2004 is primarily attributable to the staff reductions due to the
decreased mortgage loan production offset with normal salary increases and the employees hired at the new
banking centers. Our FTE employees decreased 127, to 2,396 at December 31, 2004, a 5.0% decrease from
December 31, 2003. Commission expense, which is a variable cost associated with loan production, totaled
$105.6 million. Commission expense totaled 0.31% of total loan production in 2004. Occupancy and equipment
expense totaled $66.2 million during 2004. The continued increase in these expenses was reflective of the
expansion undertaken in our banking operation network offset by the closing of some of the non-profitable home
loan centers. Advertising expense, which totaled $10.2 million during the year ended, December 31, 2004,
decreased $2.0 million, or 16.4%, over the prior year. The decrease was reflective of management’s cost
containment strategies offset by the expansion undertaken in our banking network. Our FDIC premiums
decreased to $1.1 million for 2004. The calculation of the premiums is based on our deposit portfolio and
escrow accounts. During 2004, our escrow accounts decreased $2.1 million and the result was a decrease in our
premium. We paid $7.0 million in communication expenses for the year ended December 31, 2004. These
expenses typically include telephone, fax and other types of electronic communication. The decrease in
communication expense is the result of enhanced technology and the reduction of home loan centers. We pay
taxes in the various states and local communities we are located in. For the year ended December 31, 2004, our
state and local taxes decreased to $13.0 million. The decrease in taxes is the direct result of a decrease in
taxable earnings. Other expense totaled $39.9 million during 2004. The fluctuation in these expenses was reflective
of the varied levels of mortgage production, the expansion undertaken in our banking operation offset by the
closing of the non-profitable home loan centers, and the decreased amount of loans in a delinquency status.

SFAS 91

Certain loan origination fees and costs are capitalized and recorded as an adjustment of the basis of the
individual loans originated. These fees and costs are amortized or accreted into income as an adjustment to the
loan yield over the life of the loan or expensed when the loan is sold. Accordingly, during 2005, we deferred
$117.1 million of gross loan origination costs; while during 2004 and 2003 the deferred expenses totaled
$154.1 million and $226.5 million, respectively. These costs have not been offset by the revenue deferred for
SFAS 91 purposes. During 2005, 2004, and 2003, we deferred $59.0 million, $65.0 million, and $119.5 million
in qualifying loan fee revenue, respectively. For further information, see ‘‘Loan Fees and Charges,”” above.

On a per loan basis, the cost deferrals totaled $816, $815, and $663 during 2005, 2004, and 2003,
respectively. Net of deferred fee income, the cost deferred per loan totaled $405, $471, and $3113 during 2005,
2004, and 2003, respectively. While revenue per loan has remained somewhat constant on a per loan basis, our
loan origination costs have increased over the three-year period. Inflationary increases and the increased costs
associated with our shift to retail and correspondent funding versus wholesale funding are the major reasons for
these increases. This shift can also be seen in the cost of commissions, which is a deferrable item. On a per
loan basis, the cost deferrals for commissions totaled $566, $559, and $417 during 2005, 2004, and 2003,
respectively.

Provision for Federal Income Taxes

Forithe year ended December 31, 2005, our provision for federal income taxes as a percentage of pretax
earnings was 35.6% compared to 35.2% in 2004 and 35.0% in 2003. For each period, the provision for federal
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income taxes varies from statutory rates primarily because of cértain non-deductible corporate expenses. Refer to
Note 18 of the Notes to the Consolidated Financial Statements, in Item 8. Financial Statements and
Supplementary Data herein for further discussion of our federal income taxes.

1

Analysis of Items on Statement of Financial Condition

[
Mortgage-Backed Securities Held to Maturity. Mortgaﬁge backed securities held to maturity increased

from $20.7 million at December 31, 2004 to $1.4 billion at December 31, 2005. The.increase was due to the

recharacterization of certain of our mortgage loans held for investment to mortgage- backed securities through a

process known as guaranteed mortgage securitization. This allowed us to obtain credlt enhancement on these

loans and thereby reduce our credit risk. During the latter half of 2005, we converted rapproximately $1.4 billion

of mortgage loans in our portfolio to mortgage-backed secur1t1e§ through government:sponsored entities.

At December 31, 2005, approximately $1.2 billion of these mortgage-backed securities were pledged as
collateral under security repurchase agreements and $2.9 million under interest rate swap agreements. This
allowed us to obtain funds at a lower cost than our FHLB advances. At December 31, 2004, $2.9 million of the
mortgage-backed securities were pledged as collateral for interest rate swap agreements.

Securities Available for Sale. Securities available for sale increased from $0 %é;t December 31, 2004 to
$26.1 million at December 31, 2005. These securities represent the residual interests in a trust created for the
purpose of our $600 million securitization of home equity lines of credit during the fourth quarter of 2005.

Other Investments. Our investment portfolio increased from $18.4 million at December 31, 2004 to
$22.0 million at December 31, 2005. Investment securities consist of contractually required collateral, regulatory
required collateral, and investments made by our non-bank subsidiaries.

Loans Available for Sale. We sell a majority of the mortgage loans we produce into the secondary
market on a whole loan basis or by securitizing the loans into mortgage-backed securities. We generally sell or
securitize our Jonger-term, fixed-rate mortgage loans, while we hold the shorter duration and adjustable rate
mortgage loans for investment. At December 31, 2005, we held loans available for sale of $1.8 billion, which
was an increase of $0.3 billion from the $1.5 billion held at December 31, 2004. Our loan production is
typically inversely related to the level of long-term interest rates. As long-term rates decrease, we tend to
originate an increasing number of mortgage loans. A significant amount of the loan origination activity during
periods of falling interest rates is derived from refinancing of existing mortgage loans. Conversely, during
periods of increasing long-term rates increase, loan originations tend to decrease.

|

The following table shows the activity in our portfolio of mortgage loans avallable for sale during the

past five years. t

|

LOANS AVAILABLE FOR SALE ACTIVITY SCHEDULE

For the Yehrs Ended Decembef 31,
2005 2004 : 2003 2002 2001
(In thousands)

Balance at beginning of year $ 1,506,311 $ 2,759,551 ‘S 3,302,212 $ 2746791 $ 1,437,799

i

Loans originated, net 25,172,510 31,891,486 55,866,218 43 ,703,804 33,276,507

Loans sold servicing retained, ‘w “

net (21,608,937)  (27,749,138) - (49,681,387) (393261,704) (30,333,464)
Loans sold servicing released, “‘ :

net (1,855,700) (1,352,789) ' (2,461,326) (1,297,372) (364,579)
Loan amortization/ :

prepayments (1,040,315) (1,745,708 | (1,652,811) ~ (461,983) (919,577)
Loans transferred to various ‘

loan portfolios, net (400,475) 2,297,091y * (2,613,355) (2,127,324) (349,895)
Balance at end of year $ 1,773,394 § 1,506,311 $ 2,759,551 “$ 3,302’212 $ 2,746,791

| ' i
| I
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Loans Held for Investment. Our largest category of earning assets consists of our loans.held for
investment portfolio. Loans held for investment consists of residential mortgage loans that we do. not hold for
resale (usually shorter duration and adjustable rate loans and second mortgages), other consumer,loans,
commercial real estate loans, construction loans, warehouse loans to other mortgage lenders, and, various types
of commercial loans such as business lines of credit, working capital loans and equipment loans. Loans held for
investment remained approximately the same in the aggregate, at $10.6 billion at December 31, 2004 and 2005,
although there were fluctuations throughout the various loan types. Mortgage loans held for investment decreased
$0.5 billion to $8.2 billion, second mortgage loans increased $0.5 billion to $0.7 billion, commercial real estate
loans increased $0.2 billion to $1.0 billion and consumer loans decreased $0.2 billion to $0.4 billion. During
2005, we began to securitize loans from our loans held for investment portfolio and classify the resulting
securities as mortgage-backed securities held to maturity. At December 31, 2005, approximately; $1.4 billion of
loans held for investment had been securitized in this manner and are not reflected in our year end 2005 balance
of loans held for investment. The following table sets forth a breakdown of our loans held for investment

portfolio at December 31, 2005:

LOANS HELD FOR INVESTMENT BY TYPE

Mortgage loans

Second mort}gage loans
Commercial real estate
Construction

Warehouse léending
Consumer

Non-real esg;e\te commercial

Total

Ad justable

Fixed
Rate Rate | Total
(In thousdnds)
$ 506,588 $7.742,309 § 8,248,897
700,492 — 700,492
188,345 807,066 995,411
37,384 28,262 65,646
— 146,694 146,694
74,655 336,265 410,920 r
1,246 7,165 8,411 !
$1,508,710  $9,067,761  $10,576,471 j

The: two tables below provide detail for the activity and the balance in our loans held‘for investment

portfolio over the past five years.

Mortgage lé)ans
Second mortgage loans
Commefcial real estate loans
Construction loans
Warehouse lending
Consumer loans
Non—reai estate commercialjloanrs
Total joans held for investment
portfq‘lio
Allowance for loan losses

Total loans held for investment
portfolio, net

LOANS HELD FOR INVESTMENT

At December 31,

2005 2004 2003 2002 2001
(In thousands) “

$ 8248897 $ 8,693,768 $5478200 $2,579,448  $2,193,473
700,492 196,518 141,010 214,485 232,466
995,411 751,730 549,456 44’:5,668 314,247
65,646 67,640 58,323 54,650 53,505
146,604 249201 346,780 558,782 298,511
410,920 591,107 259,656 124,806 63,965
8,411 9,100 8,638 8912 10,565
10576471 10,559,154 6,842,063 3,986,751 3,166,732
(39,140) (38318)  (37.828)  (39.389)  (29.417)
$10,537,331  $10,520,836  $6,804235 $3,047,362  $3,137,315
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LOANS HELD FOR INVESTMENT PORTFOLIO ACTIVITY SCHEDULE
For the Years Ended December 31,

2005 2004 2003 2002 2001

(In thousands) '
Balance at beginning of year $10,559,154  § 6,842,063 $3,986751 $3,166732 3,804,361
Loans originated 5,101,206 4,840,028 1,901,105 - 586,809 521,506
Change in lines of credit 186,041 (189,6‘;‘96) 1,267,338 331,826 128,310
Loans transferred from various H
portfolios, net - 4001475 4 2,297,q9l 2,613,3?5 ; 2,127,324 349,895
Loan amortization prepayments (5,622,989) (3,190,q40) (2,890,630) . (2,177,918)  (1,594,957)
Loans transferred to repossessed !
assets (47,416) (39,692)  (35.806) (48,022) (42,383)

Balance at end of year . $10,576471  $10,559,I54  $ 6,842,063 $ 3,986,751 _$ 3,166,732

Quality of Earning Assets

The following table sets forth certain information about our non-performing assets as of the end of the
last five years. As of December 31, 2005, we had no other Ioansl: outstanding where known information about
possible credit problems of borrowers caused management concern regarding the ability of the same borrowers
to comply with the loan repayment terms. ‘ ‘

NON-PERFORMING ASSETS
‘ At December 31,

2005 2004 2003 i 2002 2001

{In thousands)
Non-accrual loans $ 64,466  $ 57,026 S 58334  § 68032 $ 82,266
Repurchased non-performing assets, net 34,777 35,013 11,956 10,404 4,156
Real estate and other repossessed assets, ‘ '
net 47,724 37,823 36,778 ' 45,094 38,868
Total non-performing assets, net - $146,967 $129,862 $107,068 . $123,530 $125,290
Ratio of non-performing assets to total - h
assets 0.98% 0.99% 1.01% 1.51% 1.89%
Ratio of non-performing loans to loans , ‘
held for investment 0.61% 9.54% » 0‘85% 1.71% 2.60%
Ratio of allowance to non-performing
loans 60.71% 67.19% 64.85% 57.90% 35.76%
Ratio of allowance to loans held for ‘ ‘
investment 0.37% 0.36% 0.55% 0.99% 0.93%
Ratio of net charge-offs to average loans ; :
held for investment 0.16% 0.16% 0.35% - 0.51% 0.35%

Delinquent Loans. Loans are considered to be delinquent when any payment of principal or interest is
past due. While it is the goal of management to work out a satisfactory repayment scheédule with a delinquent
borrower, we will undertake foreclosure proceedings if the delinquency is not satisfactorily resolved. Our
procedures regarding delinquent loans are designed to assist borrowers in meeting their contractual obligations.
We customarily mail notices of past due payments to the borrower approximately 15, 30 and 45 days after the
due date, and late charges are assessed in accordance with certain parameters. Our collection department makes
telephone or personal contact with borrowers after a 30-day delinquency. In certain cases, we recommend that
the borrower seek credit-counseling assistance and may grant forbearance if it is determined that the borrower is
likely to correct a loan delinquency within a reasonable period of time. We cease the accrual of interest on loans
that we classify as “‘non-performing”’ because they are more than 90 days delinquent. Such interest is
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recognized as:income only when it is actually collected. At December 31, 2005, we had $115.9'million in loans
that were determined to be delinquent. Of those delinquent loans, $64.5 million of loans were non-performing,
of which $54.6 million, or 84.7%, were single-family residential mortgage loans.

The following table sets forth information regarding delinquent loans as of the end of the last three
years (in thousands):

DELINQUENT LOANS

Days Delinquent 2005 2004 ‘ 2003
30 830972 $ 34,346 L §3221s
60 20,456 13,247 4 14,920
90 64,466 57,026 , 58,334
Total $115,894 $104,619 \ 3105,469
The ;following table sets forth information regarding non-performing loans as of December 31, 2005 as
to which we have ceased accruing interest (in thousands): H
NON-ACCRUAL LOANS AT DECEMBER 31, 2005
As a % of As a % of
Investment Non- Loan Non-
Loan Performing Specified Performing
Portfolio Loans Portfolio Loans
Mortgage loans $ 8,248,897 $53,036 0.64% | 82.3%
Second mortgages » 700,492 321 0.05 0.5
Commercialv{ real estate 995,411 7,486 0.75 ’, 11.6
Construction 65,646 1,220 1.86 1.9
4 . o j
Warehouse lending 146,694 — — —
Consumer ‘ 410,920 2,071 0.50 3.2
Commercial non-real estate 8,411 332 395 0.5
Total loans 10,576,471 $64,466 0.61% 100.0%
Less allowaﬁce for loan losses (39,140) :
Total investment loans (net of allowance) $10,537,331

Allowance for Loan Losses. The allowance for loan losses represents management’s estimate of
probable losses in our loans held for investment portfolio as of the date of the consolidated financial statements.
The allowance provides for probable losses that have been identified with specific customer relationships and for
probable losses believed to be inherent in the loan portfolio, but that have not been specifically identified.

[

We perform a detailed credit quality review annually on large commercial loans as well as selected
other smaller balance commercial loans and may allocate a specific portion of the allowance to such loans based
upon this review. Commercial and commercial real estate loans that are determined to be subgtandard and
exceed $1 million are treated as impaired and individually evaluated to determine the necessity of a specific
reserve in accordance with the provisions of SFAS No. 114, Accounting by Creditors for Impairment of a Loan.
This pronouncement requires a specific allowance to be established as a component of the allowance for loan
losses when it is probable all amounts due will not be collected pursuant to the contractual terms of the loan
and the recorded investment in the loan exceeds its fair value. Fair value is measured using either the present
value of the expected future cash flows discounted at the loan’s effective interest rate, the observable market
price of the.loan, or the fair value of the collateral if the loan is collateral dependent, reduced by estimated
disposal costs. In estimating the fair value of collateral, we utilize outside fee-based appraisers to evaluate
various factors, such as occupancy and rental rates in our real estate markets and the level of jobsolescence that
may exist on assets acquired from commercial business loans. '
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A portion of the allowance is allocated to the remainiog commercial loans by applying projected loss
ratios, based on numerous factors identified below, to the loans within the different risk ratings.

Additionally, management has sub-divided the homogeneous portfolios, including consumer and
residential mortgage loans, into categories that have exhibited a greater loss exposure (such as sub-prime loans
and loans that are not salable on the secondary market because of collateral or documentation issues). The
portion of the allowance allocated to other consumer and residential mortgage loans iis determined by applying
projected loss ratios to various segments of the loan portfolio. PrOJected loss ratios 1ncorporate factors such as
recent charge-off experience, current economic conditions and trends, trends with respect to past due and
nonaccrual amounts, and are supported by underlying analysis. | x

Management maintains an unallocated allowance to recognize the uncertainty and imprecision
underlying the process of estimating expected loan losses. Determination of the probable losses inherent in the
portfolio, which are not necessarily captured by the allocation methodology dlscussed above, involve the exercise
of judgment. \

As the process for determining the adequacy of the allowance requires subjective and complex judgment
by management about the effect of matters that are inherently uncertain, subsequent evaluations of the loan
portfolio, in light of the factors then prevailing, may result in significant changes in the allowance for loan
losses. In estimating the amount of credit losses inherent in our floan portfolio, various assumptions are made.
For example, when assessing the condition of the overall economic environment, assumptions are made regarding
current economic trends and their impact on the loan portfolio. In the event the national economy were to
sustain a prolonged downturn, the loss factors applied to our portfolios may need to be revised, which may
significantly impact the measurement of the allowance for loan losses. For impaired loans that are collateral
dependent, the estimated fair value of the collateral may deviate ;significantly form the proceeds received when

the collateral is sold. ‘

The allowance for loan losses totaled $39.1 million at December 31, 2005, ari increase of $0.8 million,
or 2.1% from the $38.3 million at December 31, 2004. The allowance for loan losses as a percentage of non-
performing loans was 60.7% and 67.2% at December 31, 2005 and 2004, respectively. During 2005, we
recorded a provision for loan losses of $18.9 million compared to a provision of $16.1 million recorded in 2004
and $20.1 million in 2003. Net charge-offs in 2005 equaled $18.1 million compared to $15.6 million in 2004
and $21.6 million in 2003. Net charge-offs in 2005 equaled 0.16% of average mvestment loans compared to
0.16% and 0.35% in 2004 and 2003, respectively. ‘

The following tables set forth certain information regarding our allowance for loan losses as of
December 31, 2005 and activity in allowance for loan losses during the past five years.

ALLOWANCE FOR LOAN LOSSES ;
December 31, 2005

Investment Percent . Percentage
Loan of * Reserve to Total
Portfolio Portfolio . Amount Reserve

i

(Dollars in thousands)

Mortgage loans ' 5 8,248,897 780%  $20,466 52.3%
Commercial real estate 995 411 9. 4 © 5315 13.6
Construction 65646 06 604 L5
‘Warehouse lending 146,694 14 334 0.8
Consumer 4105920 39 1 3,396 8.7
Second mortgages ‘ 7001‘492 6.6 Y 7,156 18.3
Commercial non-real estate 8:}111 01 729 1.9
Unallocated x — — 1,140 29
Total $10,576,471 100.0% | $39,140 100.0%

i
|
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ALLOCATION OF THE ALLOWANCE FOR LOAN LOSSES

2005 2004 2003 2002 : 2001
(Dollars in thousands) :
Loans Loans Loans Loans } Loans
To To To To ' To

Reserve Total Reserve Total Reserve Total Reserve Total Reserve Total
Amount Loans Amount Loans Amount Loans Amount Loans  Amount Loans

Mortgage loans - $20,466  78.0% $17,304  82.0% $20,347  80.1% $26,008  64.7% $24291  69.3%
Second mortgages 7,156 6.6% 3318  19% 2,129 21% 3,302 s4% 236 7.4%
Commercial real/estate 5315 94% 2319 1% 7,532 8.0% 2823  11.2% = 975 9.9%
Construction - 604 0.6% 3,538  0.6% 2,380 0.8% 2,852 14% 153 1.7%
‘Warehouse lending 334 14% 5,167  24% 273 51% 385 14.0% 439 9.4%
Consumer ’ 3396 3.9% 4,924 59% 3,710  38% 2,571 31% 1,608 2.0%
Commercial nor{-real ) ‘

estate ‘ 729 0.1% 1,748 0.1% 1457 0.1% 1,248 02% 1,715 0.3%
Unallocated ' 1,140 — — — — — — — — —

Total $39,140  100.0% $38318  100.0% $37.828 100.0% $39,389  100.0% $29417  100.0%

ACTIVITY WITHIN THE ALLOWANCE FOR LOAN LOSSES

2005 2004 2003 2002 2001
| (In thousands)
Beginning balance $38318  $37,828  $39389  $29417  §14377
Provision for: loan losses 18,876 16,077 20,081 27,126 25,572
Charge-offs ,
Mortgage loans - (11,853)  (14,629)  (20455)  (14,263) (9,099)
Consumerj loans . (4,713) (1,147) (881) (1 ,234) (675)
Commercial loans - - (3,055) (680)  (1,048) (1,0@7) (878)
Construction loans ‘ —_ ) (313) 5 (20)
Other (286) (717) (298) (1,078) (429)
Total charge offs (19907)  (17,175)  (22,995)  (17,647)  (11,101)
Recoveries ) o o -
Mortgage loans } 1,508 1,081 641 5 221 ‘
Consumef loans B o o ’ _247 B 242 393 :78 166
Commercial loans 98 265 114 410 182
VConstruction loan‘s A N — = — — —
Other o — — 205 — —
Total recoveries 1,853 1,588 1,353 493 569
Charge-offs, net of recoveries ~_(18054)  (I5,587)  (21,642)  (17.154) (10,532
Ending balance $39,140  $38318  $37.828  $39389  $29417
Net charge-off ratic - 0.16%  0.16% 0.35% 0.51% 0.35%

Repossessed Assets. Real property that we acquire as a result of the foreclosure process is classified as
“‘real estate owned’’ until it is sold. Our foreclosure committee decides whether to rehabilitate the property or
sell it “‘as is,”” and whether to list the property with a broker or sell it at auction. Generaily, we are able to
dispose of a substantial portion of this type of real estate and other repossessed assets during each year, but we
invariably acquire additional real estate and other assets through repossession in the ordinary: course of business.
At December 31, 2005, we had $47.7 million of repossessed assets compared to $37.8 million at December 31,
2004. Over the past five years, we have taken an average loss of 18.8% on all delinquent loans that we have
been forced to complete foreclosure proceedings and later sell to a third party.
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The following schedule provides the activity for repossessed assets during each of the past five years:

NET REPOSSESSED ASSET ACTIVITY .

2005 2004 2003 2002 2001
| (In thousands)
Beginning balance 537823 $36778  $45094  $38868  $22258
Additions 48,546 42,668 38991 | 45488 41,370
Disposals . (3B645)  (41,623)  (47.307)  (39,262)  (24,760)
Ending balance $47,724  $37,823  $36778  $45094 3 38,868

Repurchased Assets. We sell a majority of the mortgage loans we produce into the secondary market on
a whole loan basis or by securitizing the loans into mortgage-backed securities. When we sell mortgage loans,
we make customary representations and warranties to the purchasers about various characteristics of each loan,
such as the manner of origination, the nature and extent of underwriting standards applied and the types of
documentation being provided. When a loan that we have sold fails to perform according to its contractual
terms, the purchaser will typically review the loan file to determine whether defects in the origination process
occurred and if such defects constitute a violation of our representations and warranties. If there are no such
defects, we have no liability to the purchaser for losses it may incur on such loan. If a defect is identified, we
may be required to either repurchase the loan or indemnify the purchaser for losses it'sustains on the loan.
Loans that are repurchased and that are performing according toitheir terms are included within our loans held
for investment portfolio. Repurchased assets are loans we have reacquired because of representation and
warranties issues related to loan sales and that are non-performing. During 2005 and 2004, we repurchased
3$56.5 million and $68.7 million in non-performing loans, respectively. The principal balance of these
repurchased assets totaled $13.6 million and $17.1 million at December 31, 2005 and 2004, respectively, and are
included within other assets in our consolidated financial statements ‘

The following table sets forth the amount of non- performmg loans we have repurchased organized by
the year of origination:

REPURCHASED AS$ETS

Total
Non-performing |

Total Loan Sales . Repurchased . % of

Year and Securitizations ‘ Loans : Sales
(In thousands) ! ‘

2001 $ 30,897,271 s mSe 0.24%
2002 V 40495894 o 4012 0.10
2003 N 51,922,757 L 00 0.04
2004 28,937,576 8794 0.03
2005 24,703,575 1,231 0.00
Totals $176,957,073 | $145,564 ‘ 0.08%

Accrued Interest Receivable. Accrued interest receivable mcreased from $35.0 million at December 31,
2004 to $48.4 million at December 31, 2005 as our total earning assets increased. We typically collect interest in
the month following the month in which it is earned. :

FHLB Stock. Holdings of FHLB stock increased from $234 8 million at December 31, 2004, to
$292.1 million at December 31, 2005. This increase was required to accommodate our additional FHLB
advances that were used during 2005 to fund the increase in our earning assets. As a member of the FHLB, we
are required to hold shares of FHLB stock in an amount at least equal to 1% of the aggregate unpaid principal
balance of our mortgage loans, home purchase contracts and similar obligations at the beginning of each year, or
1/20th of our FHLB advances, whichever is greater. Management believes that the volume of our holdings of
FHLB stock do not constitute a controlling or significant interest in the FHLB. As such; management does not
believe that the FHLB is an affiliate or can in any other way be deemed to be a related party.
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Premises and Equipment. Premises and equipment, net of accumulated depreciation, totaled
$200.8 million at December 31, 2005, an increase of $20.7 million, or 11.5%, from $180.1 millibn at
December 31, 2004. During 2005, we added 17 new banking centers, and continued to invest in computer
equipment. In addition, we acquired lots for future bank expansion.

Mortgage Servicing Rights. Mortgage servicing rights totaled $315.7 million at December 31, 2005, an
increase of $127.7 million, from $188.0 million at December 31, 2004. The increase reflects our capitalization
of $328.9 million of MSRs, sales of $106.7 million of MSRs and amortization of $94.5 million of MSRs. The
recorded amount of the MSR portfolio at December 31, 2005 and 2004 as a percentage of the unpaid principal
balance of the loans we are securing was 1.06% versus 0.88%, respectively, When our home lending operation
sells mortgage loans in the secondary market, it usually retains the right to continue to service the mortgage
loans for a fee. The weighted average service fee on loans serviced for others is currently 0.35% of the loan
principal balance outstanding. The amount of MSRs initially recorded is based on the fair valueiof the MSRs
determined on the date when the underlying loan is sold. Our determination of fair value, and thus the amount
we record (i.e;, the capitalization amount) is based on estimated values paid by third party buyers in recent
servicing rights sale transactions, internal valuations, and market pricing. Estimates of fair value reflect the
following variables: '

. Anticipated prepayment speeds (also known as the Constant Prepayment Rate)
*  Product type (i.e., conventional, government, balloon)

» . Fixed or adjustable rate of interest

¢ Interest rate

e Term (i.e. 15 or 30 years)

o Servicing costs per loan
. Discounted yield rate
. Estimate of ancillary income such as late fees, prepayment fees, etc.

The 'most important assumptions used in the MSR valuation model are anticipated anriual loan
prepayment speeds. During 2005, these speeds ranged between 10% and 25% on new production loans. The
factors used for those assumptions are selected based on market interest rates and other market assumptions.
Their reasonableness is confirmed through surveys conducted with independent third parties.

On an ongoing basis, the MSR portfolio is internally valued to assess any impairment in the asset.
These impairment analyses consider the same variables that we address in determining the value of the portfolio
at the financial statement date. In addition, independent broker appraisals of the fair value of the MSR portfolio
are obtained: annually to confirm the reasonableness of the value generated by the internal valyation model.

At December 31, 2005 and 2004, the fair value of the MSR portfolio was $421.1 million and
$257.0 million, respectively. At December 31, 2005, the fair value of each MSR was based upon the following
weighted-average assumptions: (1) a discount rate of 9.65%; (2) an anticipated loan prepayment rate of 22.9%
CPR; and (3) servicing costs per conventional loan of $40 and $55 for each government or adjustable-rate loan,
respectively.
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The following table sets forth activity in loans serviced for others during thé past five years.

LOANS SERVICED FOR OTHERS lACTIVITY SCHEDULE

For the 1Years Ended December 31,

2005 . 2004 2003 2002 2001
i (In thousands)

Balance at beginning of year  $21,354,724  § 30,395,079 } $ 21,586,797 3 1%&,222,802 $ 6,644,482

Loans servicing originated 21,595,729 27,584,787 49,461,431 39,198,521 30,514,703

Loan amortization/ ! i

prepayments (4,220,504)  (6,985,894) ;} (9,982,414)  (3,329.825)  (1.446,092)
Loan servicing sales (9,081,861)  (29,639,248) | (30,670,735)  (28,504,701)  (21,490,291)
Balance at end of year $29,648,088  $ 21354724 | $30395,079  § 21,586,797 $ 14,222,802

Other Assets. Other assets decreased $36.8 million, or 15.8%, to $195.7 million at December 31, 2005,
from $232.5 million at December 31, 2004. The majority of this decrease was attributable to payments received
on receivables recorded in conjunction with MSR sales transacted during the latter part of 2004. Upon the sale
of MSRs, we typically receive a down payment from the purchaser equivalent to approximately 20% of the total
purchase price and record a receivable account for the balance of the purchase price due. This recorded
receivable is typically collected within a six-month time frame. |

Liabilities

Deposits. Deposit accounts increased $0.6 billion, or 8. 1“‘%, to $8.0 billion at December 31, 2005, from
$7.4 billion at December 31, 2004. This increase reflects our strategy of increasing deposits through the opening
of additional banking centers. We increased the number of bankmg centers from 120 at December 31, 2004 to
137 at December 31, 2005. When we enter a new market, we utxhze an aggressive prxcmg strategy in order to
rapidly attract new deposits. ‘

Our deposits can be subdivided into three areas: the reta‘fil division, the municipal division, and our
national accounts division. Retail deposits accounts increased $0.6 billion, or 14.3%, to $4.8 billion at
December 31, 2005, from $4.2 billion at December 31, 2004. Saving and checking accounts totaled 12.7% of
total retail deposits. In addition, at December 31, 2005, retail certificates of deposit totaled $3.5 billion, with an
average balance of $26,297 and a weighted average cost of 3.94% and money market deposits totaled
$781.1 million, with an average cost of 2.98%. Overall, the retail) division had an average cost of deposits of
3.41%. {

We call on local municipal agencies as another source for deposit funding. These deposit accounts
increased $0.1 billion, or 7.7%, to $1.4 billion at December 31, 2005, from $1.3 billion at December 31, 2004.
These deposits had a weighted average cost of 4.30% at December 31, 2005. These deposit accounts include
$1.3 billion that are certificates of deposit with maturities typically less than one year and §70.7 million in
checking and savings accounts.

The national accounts division garners funds through nat1onw1de advertising of deposit rates and
through investment brokers located across the country. These deposxt accounts decreased $0.1 billion, or 5.3%,
to $1.8 billion at December 31, 2005, from $1.9 billion at December 31, 2004. These deposits had a weighted
average cost of 3.42% at December 31, 2005. )
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The deposit accounts are as follows December 31, (in thousands):

2005 2004 2003
Demand acco@nts $ 374,816 $ 376,506 $ 390,008
Savings accounts 239,215 884,117 314,452
MMDA ) - 781,087 859,573 . 1,320,635
Certificates of deposit(1) 3,450,450 2,056,608 ‘ 1,602,223
Total retail deposits , 4845568 4176804 3,627,318
Municipal deposits 1,353,633 1,264,225 899,123
National accounts , 7 ' 1,779,799 1,938,626 1,153,726
Total deposits $7,979,000 $7,379,655 $5,680,167

(1) The aggregate amount of certificates of deposit with a minimum denomination of $100,000  was
approximately $2.4 billion, $1.7 billion and $1.3 billion at December 31, 2005, 2004 and 2003, respectively.

Interest Rate Swaps. In October 2003, we entered into a series of interest rate swaps to offset our
exposure to rising rates on a portion of our certificates of deposit portfolio. The notional amount of these swaps
totaled $500.0 million. Contractually, we receive a floating rate tied to LIBOR and pay a fixed rate. The swaps
are categorized in two groups: the first receiving one-month LIBOR and the second receiving three-month
LIBOR. These swaps have maturities ranging from three to five years. These interest rate swaps effectively act
as a cash flow hedge against a rise in the cost of our deposits. On December 30, 2004, we extinguished
$250.0 million of the swaps for an after-tax gain of $2.6 million. This gain is being reclassified into earnings
from accumulated other comprehensive income over three years, which is the original duration of the
extinguished swaps.

On December 19, 2002, we, through our subsidiary Flagstar Statutory Trust II, completed a private
placement sale of trust preferred securities. As part of the transaction, we entered into an interést rate swap
agreement with the placement agent, where we pay a fixed rate of 6.88% on a notional amount of $25.0 million
and receive a floating rate equal to that being paid on the Flagstar Statutory Trust II securities.

On September 22, 2005, we, through our subsidiary Flagstar Statutory Trust VIII, completed a private
placement sale of trust preferred securities. As part of the transaction, we entered into an interest rate swap with
the placement agent, under which we are required to pay 4.33% fixed rate on a notional amount of
$25.0 million and will receive a floating rate equal to that being paid on the Flagstar Statutory Trust VIII
securities. The swap matures on October 7, 2010. The securities are callable after October 7, 2010.

FHLB Advances. FHLB advances increased $0.1 billion, or 2.4%, to $4.2 billion at December 31,
2005, from $4.1 billion at December 31, 2004. We rely upon advances from the FHLB as a source of funding
for the origination or purchase of loans for sale in the secondary market and for providing duration-specific
medium-~term financing. The outstanding balance of FHLB advances fluctuates from time to time depending
upon our current inventory of mortgage loans available for sale and the availability of lower cost funding from
our retail deposit base, the escrow accounts we hold, or alternative funding sources such as repurchase
agreements. See Note 15 of the Notes to the Consolidated Financial Statements, in Item 8. Financial Statements
and Supplemental Data, herein. ‘
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The portfolio of FHLB advances includes fixed rate term advances, floating: rate daily adjustable
advances, and fixed rate putable advances. The following is a breakdown of the advances outstanding (in

thousands):

December 31,

2005 ‘ 2004
Weighted Weighted
Average Average
‘ Amount Rate Amount Rate
Floating rate daily advances | § 766000  4.18% § 620,000  1.95%
Fixed rate putable advances o N ) F 700,000 4.49 1,120,000 5.15
Fixed rate term advances “ 2,759,000 3.69 2,350,000 3.53
j ; B
Total . $4,225,000 3.91%  $4,050,000 3.74%

The portfolio of putable FHLB advances we hold, Wthh matures in 2011, may be called by the FHLB
if LIBOR reaches 7.50%. The corresponding level of this LIBOR index is at 4.54% at December 31, 200S. If
these advances are called, we will be forced to find an alternative source of funding, which could be at a higher
cost and therefore negatively impact net earnings. ‘ '

The following indicates certain information related to tpe FHLB advances (in thousands):

For the Years Ended December 31,
2005 ‘ 2004 2003

$s, 373 279 $4,097,000  $3,320,000
Average balance S B 4, 742, 079 3,631,851 2,711,119
Average interest rate T 3. 85% 3.96% 4.69%

Maximum outstanding at any mbntkr“eurd

Security Repurchase Agreements. Securities sold under agreements to repurchase are generally
accounted for as collateralized financing transactions and are recorded at the amounts at which the securities
were sold plus accrued interest. Securities, generally mortgage backed securities, are pledged as collateral under
these financing arrangements. The fair value of collateral provided to a party is continually monitored, and
additional collateral is obtained or requested to be returned, as appropriate. At December 31, 2005, we had
$1.1 billion in security repurchase agreements. We began entering into these security repurchase agreements
during the fourth quarter of 2005. The maximum borrowings outstanding under these agreements in any month
end amounted to $1.1 billion. The weighted-average borrowing rate on security repurchase agreements
outstanding as of December 31, 2005 was 4.32%. These repurchase agreements have maturities of less than six
months. At December 31, 2005 security repurchase agreements were secured by $1.2 billion of mortgage-
backed securities held to maturity.

Long Term Debt. As part of our overall capital strategy, we may raise capital through the issuance of
trust preferred securities by our special purpose financing entities formed for the offerings. The trust preferred
securities outstanding mature 30 years from issuance, are callable after five years, pay interest quarterly, and the
interest expense is deductible for federal income tax purposes. The majority of the net proceeds from these
offerings is contributed to the Bank as additional paid in capltal and subject to regulatory limitations, is
includable as regulatory capital.

On April 27, 1999, we, through our subsidiary Flagstar Trust completed the sale of 2.99 million shares
of 9.50% trust preferred securities, providing gross proceeds totdling $74.8 million. On April 30, 2004, the
Company redeemed the preferred securities. Trust is currently inactive.

On December 19, 2002, we, through our subsidiary Flagstar Statutory Trust II, completed a private
placement sale of trust preferred securities, providing gross proceeds totaling $25.0 million. The securities pay
interest at a floating rate of three-month LIBOR plus 3.25%, adjustable quarterly, after an initial rate of 4.66%.
As part of the transaction, we entered into an interest rate swap agreement with the placement agent, where we
pay a fixed rate of 6.88% on a notional amount of $25.0 million and receive a floating rate equal to that being
paid on the Flagstar Statutory Trust II securities. ‘ ;

On February 19, 2003, we, through our subsidiary Flagstar Statutory Trust IH, completed a private
placement sale of trust preferred securities, providing gross proceeds totaling $25.0 million. The securities have
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an effective cost for the first five years of 6.55% and a floating rate thereafter equal to the three-month LIBOR
rate, plus 3.25% adjustable quarterly.

On March 19, 2003, we, through our subsidiary Flagstar Statutory Trust IV, completed a private
placement sale of trust preferred securities, providing gross proceeds totaling $25.0 million. The ‘securities have
an effective cost for the first five years of 6.75% and a floating rate thereafter equal to the three month LIBOR
rate, plus 3. 25% adjustable quarterly.

On December 29, 2004, we, through our subsidiary Flagstar Statutory Trust V, completéd a private
placement sale of trust preferred securities, providing gross proceeds totaling $25.0 million. The" securmes have
a floating rate that reprices quarterly thereafter at three-month LIBOR, plus 2.00%.

On March 30, 2005, we, through our subsidiary Flagstar Statutory Trust VI, completed a private
placement sale’ of trust preferred securities, providing gross proceeds totaling $25.0 million. The securities have
a floating rate that reprices quarterly at three-month LIBOR, plus 2.00%.

On March 31, 2005, we, through our subsidiary Flagstar Statutory Trust VII, completed a private
placement sale of trust preferred securities, providing gross proceeds totaling $50.0 million. The securities have
an effective cost for the first five years of 6.47% and a floating rate thereafter equal to the three-month LIBOR
rate, plus 2.00% adjustable quarterly.

On September 22, 2005, we, through our subsidiary Flagstar Statutory Trust VIII, completed a private
placement sale of trust preferred securities, providing gross proceeds totaling $25.0 million. The: securities have
a floating rate that reprices quarterly at three-month LIBOR, plus 1.50%.

Accrued Interest Payable. Accrued interest payable increased $13.2 million, or 47.0%, to $41.3 million
at December 31, 2005 from $28.1 million at December 31, 2004. These amounts represent interest payments that
are payable to depositors and other entities from which we borrowed funds. These balances fluctuate with the
size of our interest-bearing liability portfolio and the average cost of our interest-bearing liabilities. The interest-
bearing liability portfolio increased 22.2% during the period and we had a 33 basis point increase in the average
cost of liabilities. !

Undisbursed Payments. Undisbursed payments on loans serviced for others decreased $89.1 million, or
18.0%, to $407.1 million at December 31, 2005, from $496.2 million at December 31, 2004, These amounts
represent payments received from borrowers for interest, principal and related loan charges, which have not been
remitted to loan investors. These balances fluctuate with the size of the servicing portfolio and the transferring
of servicing to the purchaser in connection with servicing sales. Loans serviced for others at December 31,
2005, including subservicing of $5.0 billion, equaled $34.6 billion versus $30.5 billion at December 31, 2004.

Escrow Accounts. The amount of funds in escrow accounts increased $24.5 million, or 12.6%, to
$219.0 million at December 31, 2005, from $194.5 million at December 31, 2004. These accounts are
maintained on behalf of mortgage customers and include funds collected for real estate taxes, homeowner’s
insurance, and other insurance product liabilities. These balances fluctuate with the amount of loans serviced.
The balances also fluctuate during the year depending upon the scheduled payment dates for the related

liabilities. Total residential mortgage loans serviced at December 31, 20035, equaled $41.8 b11110n versus
$40.7 billion at December 31, 2004, a 2.7% increase.

Feder;al Income Taxes Payable. Income taxes payable increased $52.4 million, or 228.8%, to
$75.3 million :at December 31, 2005, from $22.9 million at December 31, 2004. See Note 18 of the Notes to the
Consolidated Financial Statements, in Item 8. Financial Statements and Supplementary Data, herein.

Secondary Market Reserve. We sell most of the residential mortgage loans that we originate into the
secondary mortgage market. When we sell mortgage loans, we make customary representations and warranties to
the purchasers about various characteristics of each loan, such as the manner of origination, the: nature and
extent of underwriting standards applied and the types of documentation being provided. If a defect in the
origination process is identified, we may be required to either repurchase the loan or indemnify' the purchaser for
losses it sustains on the loan. If there are no such defects, we have no liability to the purchaser;for losses it may
incur on such loan. We maintain a secondary market reserve to account for the expected losses 'related to loans
we may be required to repurchase (or the indemnity payments we may have to make to purchasers). The
secondary market reserve takes into account both our estimate of expected losses on loans sold!during the
current accounting period, as well as adjustments to our previous estimates of expected losses on loans sold
during the preceding five years. In each case these estimates are based on our most recent data regarding loan
repurchases, actual credit losses on repurchased loans and recovery history, among other factors. Changes in the
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secondary market reserve due to current loan sales decrease our gain on loan sales. AdJustments to our previous
estimates are recorded as an increase or decrease in our other fees and charges The amount of the secondary
market reserve equaled $17.6 million and $19.0 million at December 31, 2005 and 2004, respectively. See
Note 19 of the Notes to the Consolidated Financial Statements in Item 8 Financial Statements and
Supplemental Data, herein. ;

Contractual Obligations and Commitments

We have various financial obligations, including contractual obligations and commercial commitments,
which require future cash payments. Refer to Item 8. Financial Statements Notes 2, 12, 14, 15, 16 and 17. The
following table presents the aggregate annual maturities of contractual obligations (based on final maturity dates)
at December 31, 2005 (in thousands): \

Less than : More than
1 Year 1-3 Years! 3-5 Years 5 Years Total
Deposits without stated maturities § 762,839 $  — §  — § — § 762839
Certificates of deposits 4419021 1777248 304346 12,572 6,513,187
FHLB Advances 1,625,000 1,450, 000 450,000 700,000 4,225,000
Trust preferred securities — . — — 206,197 206,197
Operating leases 5,741 6,400 2,607 2203 16,951
Repurchase agreements 1,060,097 ——“ ' - - 1,060,097
Other debt 25 50 50 1,175 1,300
Total $7,872,723  $3233,698  $757,003  $922,147  $12.785571

‘\
Liquidity and Capital Resources |

Our principal uses of funds include loan originations, operating expenses, the payment of dividends and
stock repurchases. At December 31, 2005, we had outstanding rate-lock commitments to lend $1.6 billion in
mortgage loans, along with outstandmg commitments to make other types of loans totaling $244.3 million.
These commitments may expire without being drawn upon and, 'therefore, do not necessarily represent future
cash requirements. Total commercial and consumer unused collateralized lines of credit totaled $2.0 billion at
December 31, 2005. Our operating expenses increase as we continue to expand our banking operations in
Michigan, Indiana and Georgia. We generally do not expect new: banking centers to operate profitably for a
period of up to 18 months, thereby requiring additional funding to cover their initial operating deficits. We paid
a total cash dividend of $0.90 on our common stock during 2005 and currently expect to continue to pay cash
dividends in the future at the rate of $0.60 per share. Any payment of dividends in the future is subject to the
determination of the Board of Directors. Qur board of directors adopted a Stock Repurchase Program on
October 29, 2002 under which the Company is authorized to repurchase up to $25.0 miilion worth of
outstanding common stock. No shares have been repurchased under this plan.

The Bank is subject to various regulatory capital requirements administered by the federal banking
agencies. Under capital adequacy guidelines and the regulatory framework for prompt corrective action, the Bank
must meet specific capital guidelines that involve quantitative measures of the Bank’s :assets, liabilities, and
certain off-balance-sheet items as calculated under regulatory accounting practices. The Bank’s capital amounts

and classification are also subject to qualitative judgments by regulators about components risk weightings, and
other factors.

Our primary sources of funds are customer deposits, loan repayments and sales, advances from the
FHLB, repurchase agreements, cash generated from operations, and customer escrow accounts. Additionally, we
have 1ssued trust preferred securities in seven separate offerings to the capital markets. We believe that these
sources of capital will continue to be adequate to meet our liquidity needs for the foreseeable future. The
following sets forth certain additional information regarding our s;ources of liquidity.
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Deposits. The following table sets forth information relating to our total deposit flows fot each of the
years indicated:-

For the Years Ended December 31,

2005 2004 2003 2002 2001
‘ (In thousands)
‘Beginning depésits $7,379,655 $5,680,167 $4,373,889 $3,608,103 $3,407,965
Interest credited ‘ 253,292 167,765 ‘ 138,625 7 ‘ 126,977 " 191,595
'Net deposit increase 346,053 I, 31, 723 1,167,653 638,809 8,543
Total deposns at the end of the
year $7,979,000 $7,379,655 $5,680,167 $4,373,889 . $3,608,103

Our low level of net deposit increase in 2005 reflects the heightened competition for dep051ts in the
Michigan and Indiana markets, which contain most of our banking centers.

Borrowmgs. The FHLB provides credit for savings institutions and other member financial institutions.
We are currently authorized through a board resolution to apply for advances from the FHLB using our
mortgage loans as collateral. The FHLB generally permits advances up to 50% of a company’s “‘adjusted
assets,”” which: are defined as assets reduced by outstanding advances. At December 31, 2005, our advances
from the FHLB totaled $4.2 billion, or 37.3% of adjusted assets.

Security Repurchase Agreements. Securities sold under agreements to repurchase are generally
accounted for as collateralized financing transactions and are recorded at the amounts at which the securities
were sold plus accrued interest. Securities, generally mortgage backed securities, are pledged as collateral under
these financing arrangements. The fair value of collateral provided to a party is continually monjtored, and
additional collateral is obtained or requested to be returned, as appropriate. At December 31, 2005, repurchase
agreements amounted to $1.1 billion. Also at December 31, 2005, security repurchase agreements were secured
by $1.2 billion of mortgage-backed securities held to maturity.

Loan Sales. Our home lending operation sells a significant portion of the mortgage loans that it
originates. Sales of loans totaled $23.5 billion, or 78.3% of originations in 2005, compared to $28.9 billion, or
82.1% of originations, in 2004. The reduction in sales during 2005 was attributable to the decrease in
originations and the increased amount of loans retained by us for our own portfolio. As of December 31, 2005,
we had outstanding commitments to sell $1.6 billion of mortgage loans. These commitments will be funded
within 120 days.

Loan Principal Payments. In our capacity as an investor in loans, we derive funds from the repayment
of principal on the loans we hold in portfolio. Payments totaled $7.1 billion during 2005, an increase of
$2.1 billion, or 42.0%, when compared with the $5.0 billion received in 2004. This large amount of principal
repayments was attributable to the increased loan portfolio offset somewhat from 2004 by the increase in the
interest rate environment.

LOAN REPAYMENT SCHEDULE

Within 1 Year to 2 Yearsto 3 Years to 5 Years to 10 Years to Over

1 Year 2 Years 3 Years 5 Years 10 Years 15 Years 15 Years Totals
(In thousands) :

‘Mortgage loans $123,846 $115460 $113,804 $224342 S 544764 $505,692  $6,544,815 S 8,172,723

Second mortgage 24,399 23,546 22,723 43,856 101,973 84,144 397,111 697,752
Commercial real estate 97,534 88,549 79,351 143,194 288,025 147,304 154,185 998,152
Constructlon 65,646 -— — —_ — — e 65,646
‘Warehouse fending 146,694 — - — — — - 146,694
Consumer 26,953 25,172 23,508 43,909 95,263 63,785 129,250 407,840
Commercial non-real estate 1,348 1,123 936 1,560 2,598 430 85 8,080
Total 1 $486,420 $253,850 $240,322  $456,861 $1,032,623  $801,355 57,225,456 $10,496,887
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Escrow Funds. As a servicer of mortgage loans, we hold funds in escrow for investors, various
insurance entities, or for the government taxing authorities. At December 31, 2005, we held $219.0 million in
these escrows.

Impact of Off-Balance Sheet Arrangements

On January [, 2004, we implemented Financial Interpretation (“‘FIN’”) FIN 46R which required us to
separately report, rather than include in our consolidated financial statements, the separate financial statements
of our wholly owned subsidiaries Flagstar Trust, Flagstar Statutory Trust II, Flagstar Statutory Trust III, Flagstar
Statutory Trust IV, and Flagstar Statutory Trust V. We do this by reporting our investment in these entities
under ‘‘other assets.”” In 2005, Flagstar Statutory Trust VI, Flagstar Statutory Trust VII, and Flagstar Statutory
Trust VIII were created to raise $100.0 million in capital, and the1r financial statements are also reported
separately from our consolidated financial statements.

Asset Securitization. In December 2005, the Bank, in its efforts to diversify its funding sources,
transferred loans to a qualified special purpose entity (‘“QSPE’’) in a process known as securitization, in
exchange for asset-backed securities. A QSPE is generally a trust that is severely limited in permitted activities,
assets it may hold, sell, exchange or distribute. When a company transfers assets to a’QSPE, the transfer is
generally treated as a sale and the transferred assets are no longer recognized on the transferor’s balance sheet.
The QSPE in turn, will offer the sold loans to investors in the form of a security. The proceeds the QSPE
receives from investors are used to pay the company for the loans sold. The company will usually recognize a
gain or loss on the transfer. Statements of Financial Accounting.Standards (SFAS) No. 140, Accounting for the
Transfers and Servicing of Financial Assets and Extinguishments of Liabilities, provides specific criteria to meet
the definition of a QSPE. QSPE’s are required to be legally isolated from the transferor and bankruptcy remote,
insulating investors from the impact of creditors of other entmes including the transferor and are not
consolidated within the financial statements.

When a company sells or securitizes loans, it generally retains the servicing rights of those loans and
may retain senior, subordinated, residual interests all of which are considered retained interest on the loans sold.
Retained interests in securitizations were $26.1 million at December 31, 2005. Additional information
concerning securitization transactions is included in Note 9 in the Notes to our Consolidated Financial
Statements. ‘ ‘

Impact of Inflation and Changing Prices 1 |

The Consolidated Financial Statements and Notes thereto presented herein have been prepared in
accordance with U.S. GAAP, which require the measurement of financial position and operating results in terms
of historical dollars without considering the changes in the relative purchasing power of money over time due to
inflation. The impact of inflation is reflected in the increased cost of our operations. Unlike most industrial
companies, nearly all of our assets and liabilities are monetary in nature. As a result, interest rates have a greater
impact on our performance than do the effects of general levels of inflation. Interest rates do not necessarily
move in the same direction or to the same extent as the prices of goods and services.

Accounting and Reporting Developments

In February 2006, the Financial Accounting Standards Board (‘‘FASB’’) issued SFAS No. 155
Accounting for Certain Hybrid Financial Instruments. SFAS No. 155 amends SFAS No. 133, Accounting for
Derivative Instruments and Hedging Activities, and SFAS No. 140, Accounting for Transfers and Servicing of
Financial Assets and Extinguishments of Liabilities. This statement permits the fair value remeasurement for any
hybrid financial instrument that contains an embedded denvatwe that would otherwise require bifurcation.
Further, it clarifies which interest-only strips and principal-only | strlps are not subject, to SFAS 133 requirements.
It also establishes a requirement to evaluate interests in securltlzed financial assets to'identify interest in
freestanding derivatives and clarifies that concentrations of cred1t risk in the form of subordmatlon are not
embedded derivatives. Last, it eliminates the prohibition on a QSPE from holding a derivative financial
instrument pertaining to a beneficial interest other than another derivative financial instrument. We will be
required to adopt this standard in 2007. The adoption of this standard is not expected to have a material impact
on financial condition, results of operations or liquidity.

In December 2005, the FASB staff issued FSP SOP 94 -6-1, Terms of Loan Products That May Give
Rise to a Concentration of Credit Risk. This FSP recognizes that certain loan products (e.g., loans subject to
significant payment increases, negatively amortizing loans and lpans with high loan-to-value ratios) may increase
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a reporting entity’s exposure to credit risk, that may result in a concentration of credit risk as defined in SFAS
No. 107. Disclosures about Fair Value of Financial Instruments that requires separate disclosure within the
financial statements. The FSP was effective immediately and the disclosures required have been presented in
Note 27.

In November 2005, the FASB issued FASB Staff Position (‘“FSP’”) 115-1, The Meaning of Other Than
Temporary Impairment and Its Application to Certain Investments. This position provides additional guidance
when a debt or equity security should be considered impaired and when that impairment should be considered
other than temporary with a loss recognized in the statement of earnings. The statement also gives guidance on
accounting and disclosure requirements on unrealized losses that have not been recognized as other-than-
temporary impairments. We have applied the guidance in this FSP in 2005. The adoption of thlS standard was
not material to our financial condition, results of operations or liquidity. ,

In Mady 20035, the FASB issued SFAS No. 154, Accounting Changes and Error Corrections — a
replacement of APB Opinion No. 20, Accounting Changes and FASB Statement No. 3, Reporting Accounting
Changes in Interim Financial Statements. This changes the requirements for the accounting for and reporting of
a change of accounting principle. It applies to all voluntary changes in accounting principles and applies to
changes required by an accounting pronouncement when the pronouncement does not include specific transition
provisions. This statement is effective for accounting changes and correction of errors made in fiscal years
beginning after December 15, 2005. The adoption of this standard is not expected to have a material impact on
financial condition, results of operations or liquidity.

In March 2005, the FASB issued Interpretation No. 47 (*‘FIN 47°"), Accounting for Conditional Asset
Retirement Obligations — an interpretation of FASB Statement No. 143, which clarifies that the term conditional
asset retirement obligation refers to a legal obligation to perform an asset retirement activity which the time and
or the method of settlement are conditional upon a future event that may or may not be in control of the entity.
The entity is required to recognize a liability for the fair value of a conditional asset retirement obligation if the
fair value of the liability can be reasonably estimated. The standard is required to be adopted beginning in 2006.
The adoption of this standard is not expected to have a material impact on financial condition, results of
operations or liquidity.

In March 2005, the Securities Exchange Commission (‘*SEC’’) issued Staff Accountingf
Bulletin No. 107 (*‘SAB 107""). SAB 107 expresses the views of the SEC regarding the interaction between
SFAS No. 123R, Accounting for Stock Based Compensation and certain SEC rules and regulations and provides
their view regarding share based payment arrangements for public companies. This statement focuses on share-
based payments with non-employees, transition from non-public entity status to public status, valuation methods
and first time adoption of SFAS 123R during an interim period. The adoption of this standard in conjunction
with SFAS 123R is not expected to have a material impact on financial condition, results of operations or
liquidity.

In December 2004, the FASB issued FASB No. 123R, Accounting for Stock Based Compensation.
SFAS 123R requires all share based payment to employees, including grants of employee stock options, to be
recognized as expense in the statement of earnings based on their fair values. Prior to SFAS 123R, only certain
pro forma disclosures of fair value were required. The amount of compensation is measured at the fair value of
the options when granted, and this cost is expensed over the required service period, which is normally the
vesting period of the options. SFAS 123R will apply to awards granted or modified after January 1, 2006 or any
unvested awards outstanding at December 31, 2005. Compensation cost will also be recorded for prior option
grants that vest after the date of adoption. The future effect of the adoption of the new accounting principle on
results of operations will depend on the level of future option grants, the vesting period for those grants, and the
fair value of the options granted at such future date. Existing options that are scheduled to vest after the
adoption date are expected to result in additional compensation expense of approximately $1.3 million in 2006.

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Market risk is the risk of loss arising from adverse changes in the fair value of financial instruments
due to changes in interest rates, currency exchange rates, or equity prices. We do not have any material foreign
currency exchange risk or equity price risk. Interest rate risk is our primary market risk and results from timing
differences in the repricing of assets and liabilities, changes in the relationships between rate indices, and the
potential exercise of explicit or embedded options.
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Interest rate risk is managed by the Executive Investment Committee (*‘EIC’”), which is composed of
several of our executive officers and other members of management, in accordance with policies approved by
our Board of Directors. The EIC formulates strategies based on appropriate levels of interest rate risk. In
determining the appropriate level of interest rate risk, the EIC considers the impact projected interest rate
scenarios on earnings and capital, potential changes in interest rates, the economy, 1ifquidity, business strategies,
and other factors. The EIC meets monthly or as deemed necessary to review, among other things, the sensitivity
of assets and liabilities to interest rate changes, the book and falr values of assets and liabilities, unrealized gains
and losses, purchase and sale activity, loans available for sale and commitments to originate loans, and the
maturities of investments, borrowings and time deposits. Any dec151on or policy charige that requires
tmplementation is directed to the Asset and Liability Committee (‘““‘ALCQ’’). The ALCO implements any
directive from the EIC and meets weekly to monitor liquidity, ¢ash flow ﬂex1b111ty and deposit activity.

Financial instruments used to manage interest rate risk’include financial derivative products such as
interest rate swaps and forward sales commitments. Further discussion of the use of and the accounting for
derivative instruments is included in Notes 2 and 26 to the consolidated financial statements in Item 8 of this
report. All of our derivatives are accounted for at fair market value. Although we have and will continue to
economically hedge a portion of our mortgage loans available for sale, on October 1, 2005, for financial
reporting purposes, we dedesignated all fair value hedges that solely related to our miortgage lending operation.
This means that changes in the fair value of our forward sales commitments will not necessarily be offset by
corresponding changes in the fair value of our mortgage loans available for sale because the mortgage loans
available for sale are recorded at the lower of cost or market. In the future, additional volatility may be

introduced into our consolidated financial statements. |

To effectively measure and manage interest rate risk, we use sensitivity analysis to determine the impact
on net market value of various interest rate scenarios, balance sheet trends, and. strategies. From these
simulations, interest rate risk is quantified and appropriate strategies are developed and implemented.
Additionally, duration and net interest income sensitivity measures are utilized when they provide added value to
the overall interest rate risk management process. The overall interest rate risk position and strategies are
reviewed by our executive management and our Board of Directors on an ongoing bas1s We have traditionally
managed our business to reduce our overall exposure to change$ in interest rates. However, management has the
latitude to increase our interest rate sensitivity position within certain limits if, in management’s judgment, the
increase will enhance profitability. We manage our exposure to \interest rates by hedgmg ourselves primarily

from rising rates.
;

In the past, the savings and loan industry measured interest rate risk by using Gap analysis. Gap
analysis is one indicator of interest rate risk; however it only provides a glimpse into expected asset and liability
repricing in segmented time frames. Today the thrift industry utilizes the concept of Net Portfolio Value
(‘““NPV”*). NPV analysis provides a fair value of the balance sheet in alternative interest rate scenarios. The
NPV does not take into account management intervention and assumes the new rate énvironment is constant and
the change is instantaneous. :

] i

The following table is a summary of the changes in our NPV that are projected to result from
hypothetical changes in market interest rates. NPV is the market value of assets, less the market value of
liabilities, adjusted for the market value of off-balance sheet instruments. The interest rate scenarios presented in
the table include interest rates at December 31, 2005 and 2004 and as adjusted by instantaneous parallel rate
changes upward to 300 basis pomts and downward of up to 100 basis points. The 2005 and 2004 scenarios are
not comparable due to differences in the interest rate environments, including the absolute level of rates and the
shape of the yield curve. j

I :
The positive effect of a decline in market interest rates is reduced by the estimated effect of
prepayments on the value of single-family loans and MSRs. Further, this analysis is based on our interest rate
exposure at December 31, 2005 and 2004, and does not contemplate any actions that we might undertake in

response to changes in market interest rates, which could impact NPV. Each rate scenario shows unique
prepayment, repricing, and reinvestment assumptions, Management derives these assumptions considering
published market prepayment expectations, the repricing characteristics of individual instruments or groups of
similar instruments, our historical experience, and our asset and liability management strategy. Further, this
analysis assumes that certain instruments would not be affected by the changes in interest rates or would be

partially affected due to the characteristics of the instruments. . J
| |
There are limitations inherent in any methodology used!to estimate the exposure to changes in market
interest rates. It is not possible to fully model the market risk in instruments with leverage, option, or
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prepayment risks. Also, we are affected by basis risk, which is the difference in repricing characteristics of
similar term rate indices. As such, this analysis is not intended to be a precise forecast of the effect a change in
market interest rates would have on us.

While leach analysis involves a static model approach to a dynamic operation, the NPV model is the
preferred method. If NPV rises in an up or down interest rate scenario, that would dictate an up direction for the
margin in that hypothetical rate scenario. The same would be seen in a falling scenario. A perfectly matched
balance sheet would possess no change in the NPV, no matter what the rate scenario. The following table
presents the NPV in the stated interest rate scenarios (in millions):

. December 31, 2005 December 31, 2004

Scenario NPV NPV%  § Change % Change Scenario NPV NPV%  $ Change % Change
+300 $1,0224  7.10% $(287.6)  (22.00%  +300 $ 8592  690% $(3784)  (30.6)%
+200 $1,166.3  7.93% $(143.7)  (11.00%  +200 $1,0798  841% $(157.8)  (12.8)%
+100 $12777  854% $ (323)  (@3%  +100  SL1659  890% $,(7L7)  (58%
Current '$1,310.0 864% $ — —% Current $1,237.6 926% S — —%

~100 $1,1922  7.83% $(117.7) 9.0)% 100 $1,2295  9.06% $, (8.1) 0.7%
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March 8, 2006

Management’s Report

Flagstar Bancorp’s management is responsible for the integrity and objectivity of the information
contained in this document. Management is responsible for the consistency of reporting this information and for
ensuring that accounting principles generally accepted in the United States of America are used.

In discharging this responsibility, management maintains a comprehensive system of intérnal controls
and supports an extensive program of internal audits, has made organizational arrangements providing
appropriate divisions of responsibility and has established communication programs aimed at assuring that its
policies, procedures and principles of business conduct are understood and practiced by its employees.

The consohdated financial statements as of and for the year ended December 31, 2005 included in this
document have been audited by Virchow, Krause & Company, LLP, independent registered public accounting
firm. The consolidated financial statements as of and for the years ended December 31, 2004 and 2003 were
audited by Grant Thornton, LLP, independent registered public accounting firm. All audits were conducted using
standards of the Public Company Accounting Oversights Board (United States) and the 1ndependent registered
public accounting firms’ reports and consents are included herein. ;

The Board of Directors’ responsibility for these consolidated financial statements is pursued mainly
through its Audit Committee. The Audit Committee is composed entirely of directors who are not officers or
employees of Flagstar Bancorp, Inc., meets periodically with the internal auditors and independent registered
public accounting firm, both with and without management present, to assure that their respective responsibilities
are being fulfilled. The internal auditors and independent registered public accounting firm have, full access to
the Audit Committee to discuss auditing and financial reporting matters.

/s/  Mark T. Hammond

Mark T. Hammond
President and _Chief Executive Officer

/s/ Paul D. Borja

Paul D. Borja
Executive Vice-President and Chief Financial Officer.
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Report of Independent Registered 1Public Accounting Firm

[

Board of Directors and Shareholders i
Flagstar Bancorp, Inc.

We have audited the accompanying consolidated statement of financial condition of Flagstar Bancorp,
Inc. and subsidiaries (the Company) as of December 31, 2005/ and the related. consolidated statements of
earnings, stockholders’ equity and comprehensive income, andr cash flows for the year then ended. These

financial statements are the responsibility of the Company’s management. Our respon51b111ty 1s to express an
opinion on these financial statements based on our audit. {“

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material mls§tatement An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as evaluating

the overall financial statement presentatlon We believe that our audit provides a reasonable basis for our
opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
consolidated financial position of Flagstar Bancorp, Inc. and subsidiaries as of December 31, 2005, and the
consolidated results of their operations and their cash flows for the year then ended in conformity with
U.S. generally accepted accounting principles.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight
Board (United States), the effectiveness of Flagstar Bancorp, Inc.’s internal control over financial reporting as of
December 31, 2005, based on criteria established in Internal Control — Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission and our report dated March 8, 2006
expressed an unqualified opinion on management’s assessment of internal control over financial reporting and an
adverse opinion on the effectiveness of internal control over financial reporting. ‘

/s/  Virchow, Krause & Company, LLP

Bingham Farms, Michigan f
March 8, 2006
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Report of Independent Registered Public Accounting Firm

Board of Directors and Stockholders
Flagstar Bancorp, Inc.

We have audited the accompanying consolidated statement of financial condition of Flagstar Bancorp,
Inc. and Subsidiaries as of December 31, 2004, and the related consolidated statements of earnings,
stockholders’ equity and comprehensive income, and cash flows for each of the two years in the period ended
December 31, 2004. These financial statements are the responsibility of the Company’s management. Our
responsibility isito express an opinion on these financial statements based on our audits. ‘

We conducted our audits in accordance with the standards of the Public Company Accouhting Oversight
Board {United States). Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audits provide a reasonable basis for our
opinion.

In our ‘opinion, the consolidated financial statements referred to above present fairly, in all material
respects, the consolidated financial position of Flagstar Bancorp, Inc. and Subsidiaries as of Decgmber 31, 2004,
and the consolidated results of their operations and cash flows for each of the two years in the period ended
December 31, 2004, in conformity with accounting principles generally accepted in the United States of
America.

As discussed in Note 3, the accompanying consolidated statement of financial condition as of
December 31, 2004 and the consolidated statements of earnings, stockholders’ equity and comprehensive
income, and cash flows for each of the two years in the period ended December 31, 2004 have been restated to
reflect the effects of an understatement of state tax expense.

/s/ Grant Thqrnton LLP
Southfield, Michigan

March 21, 2005, except for Note 3
as to which the date is January 27, 2006
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Flagstar Bancorﬂ, Inc.
Consolidated Statements of Financial Condition
(In thousands)

At December 31,

2005 2004
As Restated
Assets ‘
Cash and cash equivalents ) “ ©$ 201,163 $ 168,442
Mortgage backed securities held to maturity — (fair value $1.4 billion and $21.9 million at
December 31, 2005 and 2004, respectively) :‘ : . 1,414,986 20,710
Securities available for sale ‘ 26,148 —_
Other investments | | 21,957 18,391
Loans available for sale ; | 1,773,394 1,506,311
Loans held for investment : 710,576,471 10,559,154
Less: allowance for loan losses (39,140) (38,318)
Loans held for investment, net ‘ 10,537,331 10,520,836
Total earning assets : CT 13,773,816 12,066,248
Accrued interest receivable " ) ' 48,399 35,047
Repossessed assets, net ) ’ 47,724 37,823
Federal Home Loan Bank stock ; 292,118 234,845
Premises and equipment, net : 200,789 180,095
Mortgage servicing rights, net o : ; 315,678 187,975
Other assets | S 195743 232,539
© Total assets ! 815075430 §$13,143,014
Liabilities and Stockholders’ Equity :
Liabilities "1
Deposits ‘ © 157979000 S 7,379,655
Federal Home Loan Bank advances : : t 4,225,000 4,090,000
Security repurchase agreements } ) T 1,060,097 —
Long term debt ‘\ 207,497 104,427
Total interest-bearing liabilities | T 13,471,594 11,574,082
Accrued interest payable ’ : 41,288 28,145
Undisbursed payments on loans serviced for others | ) 407,104 496,210
Escrow accounts ‘ ' 219,028 194,507
Liability for checks issued ' ? ) : 23,222 18,941
Federal income taxes payable : ’ ’ 75,271 22,947
Secondary market reserve : 17,550 19,002
Other liabilities } T 48,490 60,226
Total liabilities f‘ C 14,303,547 12,414,060
Commitments and Contingencies " ) ' — —
Stockholders’ Equity ’ ’ : ) ’
Common stock — $.01 par value, 150,000,000 shares authorized, 63 208 038 shares issued

and outstanding at December 31 2005; 61 357,614 shares issued and outstandmg at ‘

December 31, 2004 | 632 614
Additional paid in capital : - 57,304 40,754
Accumulated other comprehensive income : ' 7,834 5,343 ‘
Retained earnings T 706,113 682,243

Total stockholders’ equity ‘ ‘ 771,883 728,954
Total liabilities and stockholders’ equity 815075430 $13,143,014

The accompanying notes are an integral part of these consolidated financial statements.
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Flagstar Bancorp, Inc.
Consolidated Statements of Earnings
(In thousands, except per share data)

For the Years Ended Décember 31,

2005 2004 ’ 2003
As Restated As Restated

Interest Inconée i
Loans $688,791 $559,902 $494,773

Mortgage-bacl{ed securities held to maturity 19,019 1,459 2,634
Other 853 2,076 | 5,661
Total interest income 708,663 563,437 503,068
Interest Expe?se ‘ )
Deposits 253,292 167,765 : 138,625
FHLB advancés 182,377 143,914 127,044
Security repurchase agreements 7,953 — —
Other 18,771 28,467 42,813
Total interest expense 462,393 340,146 308,482
Net interest inpome B 246,270 223,291 194,586
Provision for loan losses 18,876 16,077 20,081
Net interest income after provision for loan losses 227,394 207,214 174,505
Non-Interest Income
Loan fees and charges 12,603 18,003 17,440
Deposit fees :;ind charges 16,918 12,125 : 7,006
Loan administration 8,761 30,097 : (18,660)
Net gain on loan sales 63,580 77,819 - 360,740
Net gain on sales of mortgage servicing rights » 18,157 91,740 ‘ 67,302
Other fees an;l charges 39,429 26,337 32,049
Total non-interest income 159,448 256,121 . 465,877
Non-Interesti Expense . ‘
Compensation and benefits 126,139 112,512 ; 104,310
Occupancy and equipment 69,007 64,692 ’ 65,033
Communication 4,840 6,975 8,293
Other taxes ‘ 7,844 12,999 4 21,286
General and administrative 55,057 45,827 ! 53,993
Total non-interest expense 262,887 243,005 252,915
Earnings befjore federal tax provision 123,955 220,330 387,467
Provision for federal income taxes 44,090 77,592 135,481
Net Earnings | $ 79865  $142,738 $251,986
Earnings per share J
Basic $ 129 § 234 $§ 421
Diluted $§ 125 $ 222 $ 395

The accompanying notes are an integral part of these consolidated financial statements.
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Consolidated Statements of Stockholders’ Equity and Comprehensnve Income

Previously reported balance at
January 1, 2003

Adjustment
Restated balance at January 1,
2003
Net earnings
Net unrealized gain on swaps used
in cash flow hedges

Total comprehensive income

Issuance costs of Flagstar Capital
Preferred Stock

Stock options exercised and grants
issued, net

Tax benefit from stock-based
compensation

Dividends paid ($0.50 per share)

Balance at December 31, 2003
Net earnings

Net realized gain on swap
extinguishment

Net unrealized gain on swaps used
in cash flow hedges
Total comprehensive income

Stock options exercised and grants
issued, net

Tax benefit from stock-based
compensation

Dividends paid ($1.00 per share)

Balance at December 31, 2004
Net earnings _
Reclassification of gain on swap
extinguishment

Net unrealized gain on swaps used
in cash flow hedges

Net unrealized gain on securities
available for sale
Total comprehensive income

Stock options exercised and grants
issued, net

Tax benefit from stock-based
compensation

Dividends paid ($0.90 per share)
Balance at December 31, 2005

The accompanying notes are an integral part of these consolidated financial statements.

!
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Flagstar Bancorp, Inc.

(In thousands, except per share data) .

} Accumuléted j

Additional Other Total
Common Paid in|  Comprehensive  Retained Stockholders’

Stock Capital . Income Earnings Equity
$592 $29,147‘3 $ — . $378,192 $407,931
— — — (2,501 (2,501)
592 29,147 | — . 375,691 405,430
— 1 — T 251,986 251,986
— — 2,173: — 2,173
— — — — 254,159
— @il — — (3,127)
15 429 | ~1 — 444
— . 8,945 _ ‘ — 8,945
— — — 1 (27,050 27,050)
607 35,394 | 2,173 600,627 638,301
— — | — | 142,738 142,738
— — 2650 — 2,650

- i P
— — 520 — 520
— — — — 145,908
7 3311 —_ — 3318
— 2,049 | — ; — 2,049
— — — . _(6L,122) (61,122)
614 40,754 5343 682,243 728,954
_ _ — | 79,865 79,865
— — (1,335) i — (1,335)

' |
— — 3328 . — 3,328

h N 4
— — | 498 — 498
_ _ — — 82,356
18 8171 | — = 8,189
— 8379 | — ;‘; — 8,379
— — | — . (55,995) (55,995)
$632 $57,304 = $7,834 $771,883
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Flagstar Bancorp, Inc.

Consolidated Statements of Cash Flows

(In thousands)

.Operating Activities
Net earnings ;
Adjustments to net earnings to net cash used in operating activities
Provision for lpan losses
Depreciation and amortization
FHLB stock dividends
Net gain on the sale of assets
Net gain on loan sales
Net gain on sales of mortgage servicing rights
Proceeds from sales of loans available for sale
Origination and repurchase of mortgage loans available for sale, net of
principal repayments
Increase in accrued interest receivable
Decrease (increase} in other assets
Increase in accrued interest payable
Increase (decrease) liability for checks issued
Increase (decrease) in federal income taxes payable
Decrease in other liabilities

Net cash used in operating activities
Investing Activities
Net change in other investments
Change in modrtgage backed securities held to maturity
Origination of portfolio loans, net of principal repayments
Purchase of Federal Home Loan Bank stock
Investment in' unconsolidated subsidiary
_ Proceeds from the dlsposmon of repossessed assets )
Acquisitions of premises and equipment, net of proceeds
 Increase in njortgage servicing rights
Proceeds from the sale of mortgage servicing rights

Net cash used in investing activities
Financing Activities
Net increase lin deposit accounts
_Net increase {in security repurchase agreements
Issuance of junior subordinated debt
Redemption of preferred securities
Net increase in Federal Home Loan Bank advances
Net (decrease) increase in other long term debt
.. Net receipt (disbursement) of payments of loans serviced for others
Net (disbursement) receipt of escrow payments
Proceeds from the exercise of stock options
Net tax benefit for stock grants issued
Dividends paid to stockholders

.. Net cash provided by financing activities _
Net increase in cash and cash equivalents
Beginning cash and cash equivalents

‘Ending cash and cash equivalents

Supplemental disclosure of cash flow information:
Loans held for investment transferred to repossessed assets

Total mterest payments made on dep051ts and other borrowings
 Federal income taxes paid

Recharacterization of loans held for investment to mortgage-backed
securities held to maturity

Mortgage loans available for sale transferred to held for investment

For the Years Ended Decémber 31,

2005 2004 2003
As Restated As Restated
$ 79865 $ 142,738 .S 251,986
18,876 16,077 20,081
125,978 106,124 154,149
(5,035 (9,909) (6,167)
(1,623) (2.608) (3.787)
(63.580) (77.819)  (360,740)
(18,157) (91,740) (67.302)
23445645 29497773 . 53,010,307
(24,558,415)  (30,463,805) & (54,720,261)
(13.352) (7.013) (1,701)
45.379 (117,956) 54,659
13,143 7.817 3.478
4281 (8.555) | (96.797)
49.696 (39.780) . (110)
(16,656) 12,009 (73,325)
(893,955)  (1,036,557) (1,835,530
(3,566) (4,247) (2,378)
71.478 968 | 8,432
(666,145)  (1,476,.858)  (299,500)
(52,238) (26,580) | (48,356)
3,095 102 —
39.078 42,845 48,707
(51,337) (49,112). (43,257)
(328.954) (318.028) (497,340)
124.860 405,864 412252
(863,729)  (1,413,046). (421,440)
599,345 1,699,488 15306278
1,060,097 — -
100,000 25,000 | 50,000
— (74.750), —
135,000 844.000 . 1,024,000
(25) 25), 1,350
(89,106) 20,949 (119,946)
24.521 2,224 36,235
8.189 3318 444
8379 2,049 8,945
(55.995) (61.122) (27.050)
1,790,405 2,461,131 2,280,256
32.721 11,528 23.286
168,442 156,914, 133.628
$ 201,163 $ 168,442 $ 156914
$ 47416 $ 39,692 § 36901
$ 449250 $ 347,964 § 305,005
$ — $ 119500 $§ 130,500
$ 1466477 $ — 3 —
$ $ $ 2,613,355

883,119

2,297,091

The accompanying notes are an integral part of these consolidated financial statements.
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Flagstar Bancorp, Inc.
Notes to the Consolidated Financial Statements

Note 1 ~ Nature of Business ‘lj

Flagstar Bancorp, Inc. (‘‘Flagstar’’ or the “Company’i‘\’) is the holding coxﬁpany for Flagstar Bank, FSB
(the “‘Bank’’), a federally chartered stock savmgs bank founded in 1987. With $15.1 billion in assets at
December 31, 20085, Flagstar is the largest savings institution and second largest bankmg institution

headquartered in Michigan.

The Company’s principal business is obtaining funds in the form of deposifs and borrowings and
investing those funds in single-family mortgages and other typés of loans. The acquisition or origination of
single-family mortgage loans is the Company’s primary lending activity. The Company also originates consumer
loans, commercial real estate loans, and non-real estate commeicial loans.

The Company sells or securitizes most of the mortgage loans that it originates. The Company generally
retains the right to service the mortgage loans that it sells. These mortgage servicing rights (*“‘MSRs’’) are
sometimes sold by the Company in transactions separate from the sale of the underlying mortgages. The
Company may also invest in a significant amount of its loan production in order to maximize the Company’s
leverage ability and to receive the interest spread between earning assets and paying liabilities. The Company
also acquires funds on a wholesale basis from a variety of sources and services a s1gn1flcant volume of loans for
others.

The Bank is a member of the Federal Home Loan Bank System (“FHLB”)J.and is subject to regulation,
examination and supervision by the Office of Thrift Supervision (‘“OTS’") and the Federal Deposit Insurance
Corporation (*‘FDIC’”). The Bank’s deposits are insured by the FDIC through the Savmgs Association Insurance
Fund (“‘SAIF”).

Note 2 — Summary of Significant Accounting Policies : !

The following significant accounting policies of the Company, which are applied in the preparation of
the accompanying consolidated financial statements, conform to: accountmg prmc1ples generally accepted in the
United States. s

Basis of Presentation and Consolidation

The consolidated financial statements include the accounts of the Company and its consolidated
subsidiaries. All significant intercompany balances and transactions have been eliminated. In accordance with
current accounting principles, our trust subsidiaries are not consohdated Certain prior. period amounts have been

reclassified to conform to the current period presentation.

Accountmg Research Bulletin 51 (“‘ARB 5177), Consolzdatea’ Financial Statements requires a
company’s consolidated financial statements to inciude subsidiaries in which the’ company has a controlling
financial interest. This requirement usually has been applied to subsidiaries in which a company has a majority

voting interest. Currently, all of the Company’s subsidiaries are wholly-owned. \

The voting interest approach defined in ARB 51 is not applicable in identifying controlling financial
interests in entities that are not controllable through voting interests or in which the equity investors do not bear
the residual economic risks. In such instances, Financial Accounting Standards Board Interpretation 46
(““FIN 46°"), Consolidation of Variable Interest Entities (‘*VIE’"), provides guidance on when a company should
include in its financial statements the assets, liabilities, and activities of another entity. In general, a VIE is a
corporation, partnership, trust, or any other legal structure used for business purposes that either does not have
equity investors with voting rights or has equity investors that do not provide sufficient financial resources for
the entity to support its activities. FIN 46 requires a VIE to be cdnsolidated by a company if that company is
subject to a majority of the risk of loss from the VIE’s activities or entitles it to receive a majority of the
entity’s residual returns or both. A company that consolidates a VIE is called the primary beneficiary of that
entity. The Company has no consolidated VIE’s. '

The Company uses special-purpose entities (‘‘SPE’s’”), primarily securitization trusts, to diversify its
funding sources. SPE’s are not operating entities, generally have no employees, and usually have a limited life.
The basic SPE structure involves the Bank transferring assets to the SPE. The SPE funds the purchase of those
assets by issuing asset-backed securities to investors. The legal documents governing the SPE describe how the
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Flagstar Bancorp, Inc.
Notes to the Consolidated Financial Statements — continued

cash received on the assets held in the SPE must be allocated to the investors and other parties that have rights
to these cash flows. The Bank structures these SPEs to be bankruptcy remote, thereby 1nsulat1ng mvestors from
the impact of the creditors of other entities, including the transferor of the assets.

Where the Bank is a transferor of assets to an SPE, the assets sold to the SPE generally are no longer
recorded on the balance sheet and the SPE is not consolidated when the SPE is a qualifying special-purpose
entity (‘‘QSPE”’). Statement of Financial Accounting Standards (‘*SFAS”’) 140, Accounting for Transfers and
Servicing of Financial Assets and Extinguishments of Liabilities, provides specific criteria for determining when
an SPE meets the definition of a QSPE. In determining whether to consolidate non-qualifying SPEs where assets
are legally isolated from the Bank’s creditors, the Company considers such factors as the amount;of third-party
equity, the retention of risks and rewards, and the extent of control available to third parties. The'Bank currently
services certain home equity loans and lines that were sold to a securitization trust. :

Use of Estimates

The preparation of consolidated financial statements in conformity with accounting prin¢iples generally
accepted in the United States of America requires management to make estimates and assumptions that affect
reported amounts of assets and liabilities and the disclosure of contingent assets and liabilities at'the date of the
financial statements and the reported amounts of revenues and expenses during the reporting period. Actual
results could materially differ from those estimates. ‘

'
)

Cash and Cash Equivalents

Cash on hand, cash items in the process of collection, and amounts due from correspondent banks and
the Federal Reserve Bank are included in cash and cash equivalents.

Securities

Investments in debt securities and certain equity securities with readily determinable fair values are
accounted for under SFAS 115, Accounting for Certain Investments in Debt and Equity Securities. SFAS 115
requires investments to be classified within one of three categories, trading, held to maturity or available for sale
based on the type of security and management’s intent with regards to selling the security.

Mortgage backed securities are classified as held to maturity because management has the positive
intent and ability to hold these securities to maturity. Unrealized losses that are deemed to be other-than-
temporary are reported in the consolidated statement of earnings. Securities held to maturity are carried at
amortized cost.

Securities available for sale are carried at fair value with unrealized gains and unrealized losses deemed
to be temporary being reported in other comprehensive income, net of tax. Any gains or losses rrealized upon the
sale of a security or unrealized losses that are deemed to be other-than-temporary are reported in the
consolidated statement of earnings. The securities available for sale represent the non-investment grade residual
interests in the home equity line of credit securitization. ‘

Other investments, which include certain investment in mutual funds that by their nature cannot be held
to maturity are carried at fair value. Increases or decreases in fair value are recorded in earnings.

Interest on securities, including the amortization of premiums and the accretion of discounts using the
effective interest method over the period of maturity, is included in interest income. Realized gains and losses on
the sale of securities and other-than-temporary impairment charges on securities are determined using the
specific-identification method.

Loans

Loans are designated as held for investment or available for sale or securitization during the origination
process. Loans held for investment are carried at amortized cost. The Company has both the intent and the
ability to hold all loans held for investment for the foreseeable future. Loans available for sale are carried at the
lower of aggregate cost or estimated market value. Loans are stated net of deferred loan origination fees or
costs. Interest income on loans is recognized on the accrual basis based on the principal balance outstanding.
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Flagstar Bancorp, Inc.
Notes to the Consolidated Financial Statements — continued

Loan origination fees and certain direct origination costs assomated with loans are deferred and amortized over
the expected life of the loans as an adjustment to the yield using the interest method. Net unrealized losses on
loans available for sale are recognized in a valuation allowance that is charged to earnings. Gains or losses
recognized upon the sale of loans are determined using the sp‘l‘ecific identification method.

[
Loan Sales and Securitizations i

\

Our recognition of gain or loss on the sale or securltlzatlon of loans is accounted for in accordance with
SFAS 140, Accounting for Transfers and Servicing of Fmanczal Assets and Extmguzshments of Liabilities.
SFAS 140 requires that a transfer of financial assets in which we surrender control over the assets be accounted
for as a sale to the extent that consideration other than benef1c1al interests in the transferred assets is received in
exchange. The carrying value of the assets sold is allocated befween the assets sold and the retained interests

based on their relative fair values. ‘\

SFAS 140 requires, for certain transactions, a ‘‘true sale’’ analysis of the treatment of the transfer under
state law if the company was a debtor under the bankruptcy code. The ‘‘true sale’’ analysis includes several
legal factors including the nature and level of recourse to the tﬁansferor and the nature of retained servicing
rights. The “‘true sale”’ analy31s is not absolute and unconditional but rather contains provisions that make the
transferor ‘‘bankruptcy remote’’. Once the legal isolation of f1nanc1al assets has been met and is satisfied under
SFAS 140, other factors concerning the nature of the extent of the transferor’s control over the transferred
financial assets are taken into account in order to determine if the de-recognition of financial assets is
warranted, including whether the special purpose entity (“SPE”) has complied with rules concerning qualified
special purpose entities. ; ‘

The Company is not eligible to become a debtor under the bankruptcy code Instead the insolvency of
the Company is generally governed by the relevant provisions of the Federal Deposit Insurance Act and the
FDIC’s regulations. However, the ‘‘true sale’’ legal analysis with respect to the Company is similar to the ‘“‘true
sale’’ analysis that would be done if the Company were subject‘“ to the bankruptey code.

The Company has obtained a legal opinion regarding the legal isolation of the transferred financial
assets as part of the securitization process. The ‘‘true sale” opinion provides reasonable assurance that the
transferred assets would not be characterized as property of the transferor in the event of insolvency and also
states the transferor would not be required to substantively consolidate the assets and liabilities of the purchaser
SPE with those of the transferor upon such event. i :

The securitization process involves the sale of loans to our wholly-owned bankruptcy remote special
purpose entity which then sells the loans to a separate, transactmn specific trust in exchange for considerations
generated by the sale of the securities issued by the securmzanon trust. The securitization trust issues and sells
debt securities to third party investors that are secured by payments on the loans. We have no obligation to
provide credit support to either the third party investors or the securitization trust. Neither the third party
investors nor the securitization trust generally have recourse to our assets or us and have no ability to require us
to repurchase their securities other than through enforcement of the standard representatlons and warranties. We
do make certain representations and warranties concerning the loans, such as lien status, and if we are found to
have breached a representation and warranty, we may be required to repurchase the loan from the securitization
trust. We do not guarantee any securities issued by the secuntlza“tlon trust. The securitization trust represents a
“‘qualified special purpose entity’’, which meets the certain criteria of SFAS 140, and therefore not consolidated
for financial reporting purposes. \ :

In addition to the cash we receive from the sale or securitization of loans, we retain certain interests in
the securitized assets. The retained interests include mortgage serv1cmg rights (*‘MSR/s’’), residual interest and
an over collateralization account. The residuals are included in securities available for sale on the consolidated
statement of financial condition. i

\1
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We retain the servicing function for securitized loans. As a servicer, we are entitled to receive a
servicing fee equal to a specified percentage of the outstanding principal balance of the loans. We may also be
entitled to receive additional servicing compensation, such as late payment fees.

Transaction costs associated with the securitization process are recognized as a component of the gain
or loss at the time of sale.

1

Delinquent Loans

Loans are placed on non-accrual status when any portion of principal or interest is 90 days delinquent,
or earlier when iconcerns exist as to the ultimate collection of principal or interest. When a loan is placed on
non-accrual status, the accrued and unpaid interest is reversed and interest income is recorded as collected.
Loans return to-accrual status when principal and interest become current and are anticipated to be fully
collectible.

Allowance for Loan Losses

The allowance for loan losses represents management’s estimate of probable losses inherent in the
Company’s loans held for investment portfolio as of the date of the consolidated financial statements. The
allowance provides for probable losses that have been identified with specific customer relationships and for
probable losses believed to be inherent in the loan portfolio, but that have not been specifically identified.

The Company performs a detailed credit quality review annually on large commercial loans as well as
selected other smaller balance commercial loans and may allocate a specific portion of the allowance to such
loans based upon this review. Commercial and commercial real estate loans that are determined to be
substandard and exceed $1 million are treated as impaired and given an individual evaluation to determine the
necessity of a specific reserve in accordance with the provisions of SFAS No. 114, Accounting by Creditors for
Impairment of a Loan. This pronouncement requires an allowance to be established as a component of the
allowance for loan losses when it is probable that all amounts due will not be collected pursuant to the
contractual terms of the loan and the recorded investment in the loan exceeds its fair value. Fair value is
measured using either the present value of the expected future cash flows discounted at the loan’s effective
interest rate, the observable market price of the loan, or the fair value of the collateral if the loan is collateral
dependent, reduced by estimated disposal costs. In estimating the fair value of collateral, we typically utilize
outside fee-based appraisers to evaluate various factors, such as occupancy and rental rates in our real estate
markets and the level of obsolescence that may exist on assets acquired from commercial business loans.

A portion of the allowance is allocated to the remaining commercial loans by applying projected loss
ratios, based on numerous factors identified below, to the loans within the different risk ratings.:

Additionally, management has sub-divided the homogeneous portfolios, including consumer and
residential mortgage loans, into categories that have exhibited a greater loss exposure (such as sub-prime loans
and loans that are not salable on the secondary market because of collateral or documentation issues). The
portion of the allowance allocated to other consumer and residential mortgage loans is determined by applying
projected loss.ratios to various segments of the loan portfolio. Projected loss ratios incorporate factors such as
recent charge-off experience, current economic conditions and trends, trends with respect to past due and
nonaccrual amounts, and are supported by underlying analysis. ;

Management maintains an unallocated allowance to recognize the uncertainty and imprecision
underlying thé process of estimating expected loan losses.

As the process for determining the adequacy of the allowance requires subjective and ¢omplex judgment
by management about the effect of matters that are inherently uncertain, subsequent evaluations of the loan
portfolio, in light of the factors then prevailing, may result in significant changes in the allowance for loan
losses. In estimating the amount of credit losses inherent in the Company’s loan portfolio, various assumptions
are made. For example, when assessing the condition of the overall economic environment, assumptions are
made regarding current economic trends and their impact on the loan portfolio. In the event the national
economy were to sustain a prolonged downturn, the loss factors applied to our portfolios may fieed to be
revised, which may significantly impact the measurement of the allowance for loan losses. For impaired loans
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| I
i !

that are collateral dependent, the estimated fair value of the\ collateral may dev1ate significantly form the
proceeds received when the collateral is sold. ‘
Repossessed Assets

Repossessed assets include one-to-four family residential property, commercial property, and one-to-four
family homes under construction that were acquired through' foreclosure. Repossessed assets are initially
recorded at fair value, less estimated selling costs. Subsequently, properties are evaluated and any additional
declines in value are recorded in current period earnings. The amount the Company ultimately recovers on

repossessed assets may differ substantially from the net carrylng value of these assets because of future market
factors beyond the Company’s control. ‘ !

Federal Home Loan Bank Stock \

The Bank owns stock in the Federal Home Loan Bapk {““FHLB’’). No ready market exists for the stock
and it has no quoted market value. The stock is redeemable at par and is carried at cost. The investment is
required to permit the Bank to borrow from the Federal Home Loan Bank of Indianapolis (‘ FHLBI”).

‘\‘ ,
Premises and Equipment |
| : :

Premises and equipment are stated at cost less accumulated depreciation. Land is carried at historical
cost. Depreciation is calculated on the straight-line method over the estimated useful lives of the assets as
follows: “

|
Office buildings — 31.5 years " o
Computer hardware and software — 3 to 5 years '
Furniture, fixtures and equipment — 5 to 7 years

Automobiles — 3 years

}w '

Repairs and maintenance costs are expensed in the period they are incurred, unless they are covered by

a maintepance contract, which is expensed equally over the stated term of the contract. Repairs and maintenance
costs are included as part of occupancy and equipment expenses

Mortgage Servicing Rights 1

(w
1

‘ j

The Company purchases and originates mortgage loans for sale to the secondary market and sells the
loans on either a servicing-retained or servicing-released basis.!Mortgage servicing rights (‘‘MSRs’”) are
recognized as assets at the time a loan is sold on a servicing-retained basis. The capitalized cost of retained
MSRs is amortized in proportion to, and over the period of, estimated net future servicing revenue. The expected
period of the estimated net servicing income is based, in part, on the expected prepayment period of the
underlying mortgages. |

MSRs are periodically evaluated for impairment. For pprposes of measuring impairment, MSRs are
stratified based on predominant risk characteristics of the underlying serviced loans. These risk characteristics
include loan type (fixed or adjustable rate), term (15 year, 20 year, 30 year or balloon) and interest rate.
Impairment represents the excess of amortized cost of an 1nd1v1dua1 stratum over its estlmated fair value, and is
recognized through a valuation allowance.

Fair values for individual stratum are based on the present value of estimated future cash flows using a
discount rate commensurate with the risks involved. Estimates of fair value include assumptions about
prepayment, default and interest rates, and other factors, which are subject to change over time. Changes in these
underlying assumptions could cause the fair value of MSRs, and the related valuation' allowance to change
significantly in the future. ‘

'
v

From time to time the Company sells certain of its MSRs to investors. At the time of the sale, the
Company records a gain or loss on such sale based on the selling price of the MSRs less the carrying value and
transaction costs. The MSRs are sold in separate transactions from the sale of the underlying loans.

¢
v
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Financial Instruments and Derivatives

In seeking to protect its financial assets and liabilities from the effects of changes in market interest
rates, the Company has devised and implemented an asset/liability management strategy that seeks, on an
economic and accounting basis, to mitigate significant fluctuations in our financial position and results of
operations. Loans held for investment generate interest income and MSRs generate fee income. The value of
these portfolios and the income they provide tends to be somewhat counter-cyclical to the changes ih production
volumes and gain on sale of loans that result from changes in interest rates. With regard to the pipeline of
mortgage loans held for sale, in general, the Company hedges these assets with forward commitments to sell
Fannie Mae or Freddie Mac securities with comparable maturities and weighted-average interest rates. Further,
the Company occasionally enters into swap agreements to hedge the cash flows on certain liabilities.

Statement of Financial Accounting Standards (““SFAS’’) No. 133, Accounting for Derivative Instruments
and Hedging Activities, as amended and interpreted (‘‘SFAS 133°") requires that we recognize all derivative
instruments on the balance sheet at fair value. If certain conditions are met, special hedge accounting may be
applied and the derivative instrument may be specifically designated as:

(a) a hedge of the exposure to changes in the fair value of a recognized asset, liability or mnrecogmzed
firm commitment, referred to as a fair value hedge, or

(b) a hedge of the exposure to the variability of cash flows of a recognized asset, liability ior forecasted
transaction, referred to as a cash flow hedge.

In the case of a qualifying fair value hedge, changes in the value of the derivative instrumients that are
highly effective (as defined in SFAS 133) are recognized in current earnings along with the changes in value of
the designated hedged item. In the case of a qualifying cash flow hedge, changes in the value of the derivative
instruments that iare highly effective are recognized in accumulated other comprehensive income (**OCI’’), until
the hedged item'is recognized in earnings. The ineffective portion of a derivative’s change in fair value is
recognized through earnings. Upon the occasional termination of a cash flow hedge, the remaining cost of the
hedge is amortized over the remaining life of the hedged item in proportion to the change in the hedged
forecasted transaction. We have derivatives in place to hedge the exposure to the variability in future cash flows
for forecasted transactions. Derivatives that are non-designated hedges, as defined in SFAS 133 are adjusted to
fair value through earnings. We formally document all qualifying hedge relationships, as well as our risk
management objective and strategy for undertaking each hedge transaction. We are not a party to iany foreign
currency hedge relationships. During the fourth quarter of 2005, we derecognized all fair value hedges and
consequently have no fair value hedges outstanding at December 31, 2005.

Security Repurchase Agreements

)

Securities sold under agreements to repurchase are generally accounted for as collateralized financing
transactions and are recorded at the amounts at which the securities were sold plus accrued interest. Securities,
generally mortgage backed securities, are pledged as collateral under these financing arrangements. The fair
value of collateral provided to a party is continually monitored, and additional collateral is obtained or requested
to be returned, as appropriate.

Trust Preferred Securities

As of December 31, 2005, the Company sponsored seven trusts, of which 100% of the common equity
is owned by the Company. Each of the trusts has issued trust preferred securities to third party investors and
loaned the proceeds to the Company in the form of junior subordinated notes, which are included in long term
debt in these consolidated financial statements. The notes held by each trust are the sole assets of that trust.
Distributions on the trust preferred securities of each trust are payable quarterly at a rate equal to the interest
being earned by the trust on the notes held by these trusts.

The trust preferred securities are subject to mandatory redemption upon repayment of the notes. The
Company has; entered into agreements which, taken collectively, fully and unconditionally guarantee the trust
preferred securities subject to the terms of each of the guarantees. The securities are not sub]ect to a sinking
fund requirement and are not convertible into any other securities of the Company.
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The trusts are variable interest entities under accounting principles generally accepted in the United
States of America and are not consolidated. The Company’s investment in the common stock of these trusts is
included in other assets in the Company’s consolidated statement of financial condition. The trust preferred
securities held by the trusts qualify as Tier 1 capital under current banking regulations.

'
!

Secondary Market Reserve !

We sell most of the residential mortgage loans that we originate into.the secondary mortgage market.
When we sell mortgage loans, we make customary representations and warranties to the purchasers about
various characteristics of each loan, such as the manner of origination, the nature and extent of underwriting
standards applied and the types of documentation being provided. If a defect in the: origination process is
identified, we may be required to either repurchase the loan or indemnify the purchaser for losses it sustains on
the loan. If there are no such defects, we have no liability to the purchaser for losses it may incur on such loan.
We maintain a secondary market reserve to account for the expected losses related to loans we may be required
to repurchase (or the indemnity payments we may have to make to purchasers). The secondary market reserve
takes into account both our estimate of expected losses on loans sold during the current accounting period, as
well as adjustments to our previous estimates of expected losses on loans sold during the preceding five years.
In each case these estimates are based on our most recent data regarding loan repurchases, actual credit losses
on repurchased loans and recovery history, among other factors. Changes in the secondary market reserve due to
current loan sales decrease our gain on loan sales. Adjustments to our previous estimates are recorded as an
increase or decrease in our other fees and charges. !

Income Taxes

The Company accounts for income taxes on the asset and liability method. Deferred tax assets and
liabilities are recorded based on the difference between the tax bases of assets and liabilities and their carrying
amounts for financial reporting purposes. Current taxes are measured by applying the provisions of enacted tax
laws to taxable income to determine the amount of taxes receivable or payable. The Company files a
consolidated federal income tax return on a calendar year basis. \

|

Advertising Costs f

Advertising costs are expensed in the period they are incurred and are included as part of general and
administrative expenses. Advertising expenses totaled $7.5 million, $10.2 million, and $12.2 million for the years
ended December 31, 2005, 2004 and 2003, respectively.

Stock Repurchase Program

The Board of Directors of the Company adopted a Stock Repurchase Program on October 29, 2002.
The Company was empowered to repurchase up to $25.0 million worth of outstanding.common stock. No shares
have been repurchased under this plan. If the Company repurchases shares, the repurchased shares will be
available for later reissue in connection with future stock dlvxdends dividend remvestment plans, employee
benefit plans, and other general corporate purposes. ‘ ‘
|
Stock-Based Compensation ‘ ‘g

| ' |

The Company has adopted the disclosure requirements pérmitted by SFAS No. 123, Accounting for
Stock-Based Compensation (‘“SFAS 123"), for transactions entered into during 1996 and thereafter. The
Company elected to remain with the former method of accounting (‘‘APB 25°") and has made the pro forma
disclosures of net earnings and earnings per share as if the fair value method provided for in SFAS 123 had
been adopted. In December 2002, the FASB issued SFAS No. 148, Accounting for Stock-Based
Compensation — Transition and Disclosure — an amendment of FASB Statement No. 123, which provides
alternative methods of transition for a voluntary change to the fair value based method of accounting for stock-
based employee compensation. In addition, this Statement amends ithe disclosure requirements of SFAS 123 to
require prominent disclosure in both annual and interim financial statements about the method of accounting for
stock-based employee compensation and the effect of the method used on reported results. In December 2004,
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the FASB issued SFAS No. 123R, Accounting for Stock-Based Compensation. See — Recently Issued
Accounting Standards for the timing and impact on the Company.

At December 31, 2005, the Company has two stock-based employee compensation plans, which are
described more fully in Note 30. The Company accounts for those plans under the recognition and ‘measurement
principles of APB Opinion No. 25, Accounting for Stock Issued to Employees, and related Interpretations. No
stock-based employee compensation cost related to the Stock Option Plan is reflected in net earnings, as all
options granted under the Stock Option Plan had an exercise price equal to the market value of the underlying
common stock on the date of grant. The following table illustrates the effect on net earnings and earnings per
share if the Company had applied the fair value recognition provisions of FASB Statement No. 123, to stock-
based employee compensation (in thousands, except per share data):

For the Years Ended Dgécember 31,

2005 2004 2003
As Restated . As Restated

Net Earnings 7 $79,865  $142,738  $251986

Deduct: Total stock-based employee compénsation expense
determined under fair value based method for all awards, net of

related tax effects 4,540 2,885 3,283
Pro forma net earnings - $75325  $139.853  $248,703
Basic eamingsfper share ‘ ) B
As reported $ 1.29 $ 234 § 421
Pro forma | $ 121§ 229 § 416
Diluted eé.min?gs per shére o " o h A
As reported § 1.25 § 222 § 395
Pro forma | ‘ 0§ 118 8 218 S 390

The fair value of each option grant is estimated using the Black-Scholes options-pricing model with the
following weighted average assumptions used for grants in 2005, 2004, and 2003, respectively: dividend yield of
4.80%, 4.89% and 2.20%; expected volatility of 45.28%, 28.33%, and 57.25%; a risk-free rate of 3.80%, 3.16%,
and 2.84%, an expected life of 5 years; and a fair value per option of $5.86, $9.79 and $6.37.

During the fourth quarter of 2005 and in response to the upcoming change in the accounting treatment
of stock awards as required by SFAS 123R, see Recently Issued Accounting Standards below, the Company
accelerated the vesting of its unvested and ‘‘out-of-the-money’’ stock options awarded to its employees,
executive members and Board members under its stock option plan. The acceleration applied only to unvested
options with an exercise price of $19.35 per share or higher. The options considered to be *‘out-of-the-money”’
have exercise, prices greater than the Company’s stock closing sales price on November 29, 2005, which was
$15.20 per share. Outstanding unvested options that are ‘‘in-the-money’” were not subject to acceleration and
will continue to vest on their normal schedule. As a result of the acceleration, options to purchase 829,899
shares of Flagstar common stock, which would otherwise have vested over the next four years, became fully
vested. These options represent approximately 24% of the total options outstanding. The total weighted average
exercise price per share is $22.16.

Earnings Per Share

Basic earnings per share excludes dilution and is computed by dividing earnings available to common
stockholders by the weighted average number of common shares outstanding during the period. Diluted earnings
per share reflects the potential dilution that could occur if securities or other contracts to issué common stock
were exercised and converted into common stock or resulted in the issuance of common stock that could then
share in the. earnings of the Company.
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Recently Issued Accounting Standards :

In February 2006, the Financial Accounting Standards Board (‘‘FASB’’) issued SFAS No. 155
Accounting for Certain Hybrid Financial Instruments. SFAS No. 155 amends SFAS No. 133, Accounting for
Derivative Instruments and Hedging Activities and SFAS No. 140, Accounting for Transfers and Servicing of
Financial Assets and Extinguishments of Liabilities. This statement permits the fair value remeasurement for any
hybrid financial instrument that contains an embedded derivative that would otherwise require bifurcation.
Further, it clarifies which interest-only strips and principal-only strips are not subject to SFAS 133 requirements.
It also establishes a requirement to evaluate interests in securitized financial assets to identify interest in
freestanding derivatives and clarifies that concentrations of credit risk in the form of subordination are not
embedded derivatives. Last, it eliminates the prohibition on a qualifying special purpose entity from holding a
derivative financial instrument pertaining to a beneficial interest other than another derivative financial
instrument. We will be required to adopt this standard in 2007. The adoption of this standard is not expected to
have a material impact on financial condition, results of operatlons or liguidity.

December 2005, the FASB staff issued FSP SOP 94-6-1, Terms of Loan Products That May Give Rise
to a Concentration of Credit Risk. This FSP recognizes that certain loan products (e.g., loans subject to
significant payment increases, negatively amortizing loans and loans with high 10an-td~value ratios) may increase
a reporting entity’s exposure to credit risk, that may result in a concentration of credit risk as defined in SFAS
No. 107. Disclosures about Fair Value of Financial Instruments that requires separate disclosure within the
financial statements. The FSP was effective immediately and the| disclosures required have been presented in
Note 27. ‘

In November 2005, the FASB issued FASB Staff Position (‘‘FSP’*} 115-1, The Meaning of Other-Than-
Temporary Impairment and Its Application to Certain Investments. This position provides additional guidance
when a debt or equity security should be considered impaired and when that impairment should be considered
other-than-temporary with a loss recognized in the statement of earnings. The statement also gives guidance on
accounting and disclosure requirements on unrealized losses that have not been recognized as other-than-
temporary impairments. We have applied the guidance in this FSP in 2005. The adoptlon of this standard was
not material to our financial condition, results of operation or liquidity.

In May 2005, the FASB issued SFAS No. 154, Accountirkg Changes and Error Corrections — a
replacement of APB Opinion No. 20, Accounting Changes and FASB Statement No. 3, Reporting Accounting
Changes in Interim Financial Statements’’. This changes the requirements for the accounting for and reporting
of a change of accounting principle. It applies to all voluntary changes in accounting principles and applies to
changes required by an accounting pronouncement when the pronouncement does not include specific transition
provisions. This statement is effective for accounting changes and correction of errors made in fiscal years
beginning after December 15, 2005. The adoption of this standard’ is not expected to have a material impact on
financial condition, results of operations or liquidity. ‘

In March 2005, the FASB issued Interpretation No. 47 (“‘?FIN 47°°), Accounting for Conditional Asset
Retirement Obligations — an interpretation of FASB Statement No. 143, which clarifies that the term conditional
asset retirement obligation refers to a legal obligation to perform an asset retirement activity which the time and
or the method of settlement are conditional upon a future event that may or may not be in control of the entity.
The entity is required to recognize a liability for the fair value of a conditional asset retirement obligation if the
fair value of the liability can be reasonably estimated. The standard is required to be adopted beginning in 2006.
The adoption of this standard is not expected to have a material 1mpact on financial condition, results of
operations or liquidity. ;
|

In March 2005, the Securities Exchange Commission (‘‘SEC’’) issued Staff Accounting
Bulletin No. 107 (**SAB 107°’). SAB 107 expresses the views of the SEC regarding the interaction between
SFAS No. 123R, Accounting for Stock Based Compensation and certain SEC rules and regulations and provides
their view regarding share-based payment arrangements for public companies. This statement focuses on share-
based payments with non-employees, transition from non-public entity status to public status, valuation methods
and first time adoption of SFAS 123R during an interim period. The adoption of this standard in conjunction
with SFAS 123R is not expected to have a material impact on flnanmal condition, results’ of operations or
liquidity.
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In December 2004, the FASB issued FASB No. 123R, Accounting for Stock-Based Compensation.
SFAS 123R requires all share-based payment to employees, including grants of employee stock options, to be
recognized as expense in the statement of earnings based on their fair values. Prior to SFAS 123R, only certain
pro forma disclosures of fair value were required. The amount of compensation is measured at the fair value of
the options when granted, and this cost is expensed over the required service period, which is normally the
vesting period of the options. SFAS 123R will apply to awards granted or modified after January 1, 2006 or any
unvested awards outstanding at December 31, 2005. Compensation cost will also be recorded for/prior option
grants that vest after the date of adoption. The future effect of the adoption of the new accounting principle on
results of operations will depend on the level of future option grants, the vesting period for those grants, and the
fair value of the options granted at such future date. Existing options that are scheduled to vest after the
adoption date are expected to result in additional compensation expense of approximately $1.3 miillion in 2006.

Note 3 — Restatement of Previously Issued Financial Statements

We identified errors in the computation of our state tax liabilities, which resulted in the understatement
of our state tax accrual by an aggregated amount of $9.1 million and a corresponding overstatement of net
earnings of $5.9 million. The Company has restated the consolidated financial statements for the years ended
December 31, 2004 and December 31, 2003 to reflect the portion of this adjustment affecting those years.
Consistent with our policy on presentation, certain prior period amounts have been reclassified to conform to the
current period presentation.

The impact of these restatements on the consolidated financial statements are summarized below (in
thousands): !

2004
Previously
Consolidated Statement of Financial Condition: Reported Adjustment As Restated
Federal income taxes payable $ 26,115 $(3,168) $ 22,947
Other liabilities $ 51,175 $ 9,051 $ 60,226
Total liébili‘ées $12,408,177 $ 5,883 $12,414,060
Retained earnings $ 688,126 $(5,883) $ 682,243
Total stockﬁolders’ equity $ 734,837 $(5,883) $ 728,954
2004
! Previously ‘ As
Consolidated Statement of Earnings: Reported Adjustment Restated
Other taxes v $ 11,436 $ 1,563 $ 12,999
Total non-interest expense $241,442 $ 1,563 $243,005
Eamings b;'efore federal income tax provision $221,893 $(1,563) $220,330
Provision for federal income taxes $ 78,139 $ (347 ‘ $ 77,592
Net Earnings $143,754 $(1,016)  $142,738
Earnings pér share
Basic = 5 235 5(00)  $ 234
Diluted $ 224 $ (0.02) § 222
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Regulatory Capital:

Tangible Capital:
Capital
Capital %
Tier One Capital:
Capital
Capital %
Tier One Risked-Based Capital:
Capital
Capital %
Total Risked-Based Capital:
Capital
Capital %

Segment Reporting:

Banking segment:

Earnings before federal income tax provision
Home lending segment:

Earnings before federal income tax provision

Consolidated Statement of Earnings:

Other taxes
Total non-interest expense
Earnings before federal income tax provision

Provision for federal income taxes
Net Earnings

Earnings per share
Basic

Diluted

Segment Reporting:

Banking segment:
Earnings before federal income tax provision
Home lending segment:

Earnings before federal income tax provision

]
v
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2004
Previously | As
Reported Adjustment Restated
$810,088 5(5,883) $804,205
62% . — 6.1%
$810,088 - 32(5,883) $804,205
62% . — 6.1%
$810,088 $(5,883) $804,205
105% 0 — 10.4%
$848,306 3(5.,883) $842,423
11.0% p— 11.0%
| 2004
Previously ‘\
Reported Adjustment As Restated
$135,099 5 (19 $135,080
$ 86,794 $(1,544) $ 85250
2003
Previously \
Reported Adjustment As Restated
$ 17,646 $ 3,640 $ 21,286
$249,275 $ 3,640 $252,915
$391,107 $(3,640) $387,467
$136,755 3(1,274) $135,481
$254,352 $(2,366) $251,986
$ 425 $:(0.04) $ 421
$  3.99 $(0.04) $ 395
2003
" Previously ‘
, Reported Adjustment As Restated
$100,447 5. — $100,447
1$290,660  $(3,640) $287,020
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Note 4 — Mortgage-Backed Securities Held to Maturity

The foilowing table summarizes the amortized cost and estimated fair value of mortgage-backed
securities classified as held-to-maturity (in thousands):

Decgmber 31,

2005 2004
Amortized cost $1,414,986 $20,710
Gross unrealized holding gains — 1,239
Gross unrealized holding losses 4,346 —
Estimated fair value $1,410,640 $21,949

The mortgage-backed securities have contractual maturities ranging from 2006 through 2035. Actual
maturities will' differ from contractual maturities because the underlying mortgages may be prepaid without
penalties.

At December 31, 2005 $1.2 billion of these mortgage-backed securities were pledged as collateral for
interest rate swaps and security repurchase agreements. At December 31, 2004, $2.9 million of these mortgage-
backed securities were pledged as collateral for interest rate swaps.

At December 31, 2005, unrealized losses in mortgage-backed securities held to maturity amounted to
$4.3 million. Management does not believe that any individual unrealized loss as of December 31, 20035
represents other-than-temporary impairment. Such unrealized losses are less than twelve months in duration. The
unrealized losses are attributable to changes in interest rates in relation to their amortized cost basis.
Management has both the intent and ability to hold the securities to maturity. ‘

Note 5 — Secuirities Available for Sale

At December 31, 2005, the Company had recorded $26.1 million in residual interest as a result of the
private securitization of $600.0 million in home equity line of credit loans. These residual intetests are required
to be accounted for as available for sale securities.

Note 6 — Other Investments

Other investments are summarized as follows at December 31, (in thousands):

2005 2004
Amortized Fair Amortized Fair
Type Cost Value Cost Value
Mutual Funds o $21328  $21,328  $17751  SI7,751
U.S. Treasury Bonds 629 629 640 640
© Total " - $21,957  $21957  §18391  §18,39]

The Company has invested in these securities because of interim investment strategies in trust
subsidiaries; collateral requirements required in swap and deposit transactions, and Community Reinvestment Act
investment requirements. U.S. Treasury bonds in the amount of $529,000 and $540,000 are pledged as coliateral
in association with the issuance of certain trust preferred securities at December 31, 2005 and 2004,
respectively.

Note 7 — Loans Available for Sale

At December 31, 2005, the Company had $1.8 billion in loans that it held available: for sale. These
loans include $1.7 billion of mortgage loans and $0.1 billion of consumer loans. These loans had a fair value
equal to $1.8 billion. The majority of these loans were originated or acquired during the fourth quarter of 2005.
At December 31, 2004, the Company had $1.5 billion in mortgage loans available for sale. The loans at
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December 31, 2004, had a fair value of $1.5 billion. No consﬁmer loans were held available for sale at
December 31, 2004. ‘

Note 8 — Loans Held for Investment

Loans held for investment are summarized as follows (in thousands):

December 31,

2005 2004
Mortgage loans R | $8248,897  $ 8,693,768
Second mortgage loans ! “ i 700,492 196,518
Commercial real estate loans ’ N lw“ " 995411 751,730
Construction loans o - » ” - 65,646 67,640
Warehouse lending “ “ ,, 146,694 249,291
Consumer loans - P : u410,920 591,107
Commercial loans ‘ ‘J ; . 8411 9,100
Total i ‘ 10,576,471 10,559,154
Less allowance for loan losses o . (39,140 (38,318)
Total “‘ $10,537,331 __ $10,520,836
i .
Activity in the allowance for loan losses is summarized as follows (in thousands):
‘l
] For the Years Ended December 31,
1 2005 2004 2003
Balance, beginning of period $38318  $37,828  § 39,389
Provision charged to eamings » 7 o 18,876 16,077 20,081

Charge-offs, net of recoveries L (8059 . (15587)  (21,642)

Balance, end of period $ 39,140 = § 38318 $ 37,828

Loans on which interest accruals have been discontinued totaled approximately $64.5 million at
December 31, 2005 and $57.0 million at December 31, 2004. Interest on these loans is recognized as income
when collected. Interest that would have been accrued on such loans totaled approximately $4.1 million,
$3.7 million, and $4.1 million during 2005, 2004, and 2003, respectively. There are no loans greater than
90 days past due still accruing interest at December 31, 2005 and 2004.

'
'

A loan is impaired when it is probable that payment of interest and principal will not be made in
accordance with the contractual terms of the loan agreement.

v

Impaired loans at December 31, 2005, 2004 and 2003 aré as follows (in thousands):

' 2005 | 2004 2003
Impaired loans with no allowancq for loan losses allocated | $27,876 $5,811 $1,440
Impaired loans with allowance for loan losses allocated \ 6,556 708 3,152

Total impaired loans b $34432  $6,519  $4,592

» 51,618 3 691  S1811
Average investment in impaired loans o A $27,048E, $5,903 $5,376
“ $ 2,099 — —
I !
No additional funds are committed to be advanced in connection with impaired loans. Those impaired
loans not requiring an allowance represent loans for which the fair value exceeded the recorded investments in
;
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such loans. At December 31, 2005, substantially all of the total impaired loans were evaluated based on fair
value of related collateral.

Note 9 — Securitization Activity

During the fourth quarter of 2005, the Company sold and securitized one pool of home equity line of
credit loans. The home equity securitization was structured to achieve sale treatment in accordande with
SFAS No. 140, and as a result the loans were removed from the consolidated statement of financial condition, a
net gain on sale was recognized and a retained interest was recorded. Proceeds from the securitization amounted
to $596.3 million. We recognized a pretax gain of $14.1 million and retained interests of approximately
$26.2 million. Transaction costs in the amount of $2.2 million were expensed in conjunction with the sale. The
Company receives annual servicing fees equal to a percentage of the outstanding principal balance of the loans
being serviced and also retains the right to cash flows remaining after payment to investors in accordance with
contractual obligations.

Key economic assumptions used in measuring the value of retained interests resulting from the
securitization completed in 2005, and accounted for as a sale, were as follows:

Prepayment Projected Credit
Speed (CPR) Losses _ Discount Rate

Flagstar Home Equity Loan Trust Series 2005-1 40% 1.25% | 15%

Key economic assumptions and the sensitivity of retain interests to immediate adverse changes in those
assumptions follows. These sensitivities are hypothetical. Changes in fair value based on ten peticent variation in
assumptions generally cannot be extrapolated because the relationship of the change in assumption to the change
in fair value may not be linear. The effect of a variation in a particular assumption on the fair value of the
retained interest is calculated without changing any other assumptions. In reality, changes in one factor may
result in changes in other factors, such as increases in market interest rates that may magnify or counteract
sensitivities, (m thousands):

Prepayment Projected Discount

Fair Value Speed Credit Losses Rate
Re51dua1 asset as of December 31, 2005 $26,148 40% 1.25% 15%
Impact on falr value of 10% adverse change ;
of assumptions $2,090 $374 . $ 815
Impact on fair value of 20% adverse change :
of assumptions $4,059 $ 749 $1,593
Servicing asset as of December 31, 2005 $ 2,755 40% 1.25%: 15%
Impact on fair value of 10% adverse change
of assumptions $ 206 N/A $ 51
Impact on fair value of 20% adverse change ;
of assumptions $ 398 N/A $ 101

Note 10 - FHLB Stock

The Company’s investment in FHLB stock totaled $292.1 million and $234.8 million at December 31,
2005 and 2004, respectively. As a member of the FHLB, the Company is required to hold shares of FHLB stock
in an amount at least equal to 1% of the aggregate unpaid principal balance of its mortgage loans, home
purchase contracts and similar obligations at the beginning of each year, or 1/20th of its FHLB advances,
whichever is greater. Dividends received on the stock equaled $10.7 million, $9.9 million, and $8.1 million for
the years ended December 31, 2005, 2004 and 2003, respectively.
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Note 11 — Repossessed Assets
Repossessed assets include the following (in thousands): i

| ) December 31,

| : 2005 2004
\3 12
One-to-four family properties Ll ; \ $40,687 $37,458
Commercial properties ‘ ‘ : 7,037 365
Repossessed assets, net J ‘ ; $47,724 $37,823

Note 12 — Premises and Equipment
Premises and equipment balances are as follows (in thousands): S

! ‘ December 31,

L - 2005 2004
u o
Land | } © 8 56646 $ 38,303
Office buildings : ‘ 120,406 109,554
Computer hardware and software ‘\ - 123,598 115,645
Furniture, fixtures and equipment ; l 61,314 47,312
Automobiles ; o 294 350
Total ' ; © 362,258 311,164

Less accumulated depreciation (161,469) (131,069)

. $ 200,789 $ 180,095

Depreciation expense amounted to approximately $30.7 million, $30.1 million, and $31.1 million, for
the years ended December 31, 2005, 2004 and 2003, respectivcly.

The Company conducts a portion of its business from leased facilities. Such leases are considered to be
operating leases based on their lease terms. Lease rental expense totaled approx1mate1y $9.8 million,
$9.9 million, and $9.0 million for the years ended December 31, 2005, 2004 and 2003, respectively. The

following outlines the Company’s minimum contractual lease obligations as of December 31, 2005 (in
thousands):

2006 3 " $ 5,741

2007 i 3814
2008 g 2,586
2009 : 1614
2010 % BT
Thereafter . 2,203
Total i - 816951
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Note 13 — Mortgage Servicing Rights

Mortgage loans serviced for others are not included in the accompanying consolidated financial
statements. The unpaid principal balances of these loans at December 31, 2005 and 2004 are summarized as
follows (in thousands):

Decemh“er 31,

Mortgage loans serviced for: 2005 . 2004

FHLMC and FNMA - B | $27,941451  §20,829,556
FHLBI 7 B S 303807 230,637
GNMA - 821,947 291,828
Flagstar Home Equity Trust ‘ S 579,752 ; —
Other investors’ v 1,131 : 2,703
Total ‘ $29,648,088  $21,354,724

Not included in the above totals are $5.0 billion and $9.1 billion of mortgage loans at December 31,
2005 and 2004, respectively, that are being serviced on a temporary basis in connection with the sale of
mortgage servicing rights.

Custodial accounts maintained in connection with the above mortgage servicing rights (including the
above mentioned subservicing) were approximately $537.7 million and $627.1 million at December 31, 2005 and
2004 respectively. These amounts include payments for principal, interest, taxes, and insurance collected on
behalf of the individual investor.

The following is an analysis of the changes in the book value of the Company’s mortgage servicing
rights (in thousands):

For the Years Ended December 31,

2005 2004 2003
Balance, beginiﬁing of period $ 187,975 $ 260,128 $ 230,756
Capitalization | 328954 318028 497,340
Sales B (106703)  (314,124)  (344,950)
Amortization (94,548)  (76,057)  (123,018)
‘Balance, end of period 8315678 $187975  $260,128

At December 31, 2005 and 2004 the estimated fair value of the mortgage loan servicing [portfolio was
$421.1 million and $257.0 million, respectively. At December 31, 20053, the fair value of each MSR was based
upon the following weighted-average assumptions: (1) a discount rate of 9.65%; (2) an anticipated loan
prepayment rate of 22.9% CPR; and (3) servicing costs per conventional loan of $40 and $55 for:each
government or adjustable-rate loan.
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Note 14 — Deposit Accounts

| i

The deposit accounts are as follows (in thousands): |

December 31,

2005 2004
Demand accounts 7 N h _ $ 374,816 $ 376,506
Savings accounts 1\‘ . 239,215 884,117
Money Market Demand Accounts h l‘ N 781,087 859,573
Certificates of deposit ' 13450450 2,056,608
Total retail deposits | ?‘ 4845568 4,176,804
Municipal deposits : “;1,353,633 1,264,225
National accounts - - ?1,779,799 1,938,626
Total deposits “ $7,979,ooo $7,379,655

\

At December 31, 2005, municipal deposits included $1 3 billion of certlflcates of deposit with
maturities typically less than one year and $70.7 million in checkmg and savings accounts. At December 31,

2004, municipal deposits included $1.2 billion of certificates of deposit and $103.2 million in checking and
savings accounts.

Non-interest-bearing deposits included in the demand accounts and money market demand accounts
balances at December 31, 2005 and 2004, were approximately $1.1 billion and $407.8 million, respectively.

The aggregate amount of certificates of deposit with a minimum denommatxon of $100,000 was
approximately $2.4 billion and $1.7 billion at December 31, 2005 and 2004, respectively. The following table

indicates the schedule maturities for certificates of deposit with a minimum denommatmn of $100,000 (in
thousands): !

i

‘, 2005 2004
Three months or less 81222304 S 853,002
Over three months to six months ‘ 406,848 258,081
Over six months to twelve months i B ;422,837 199,195
One to two years % 190,948 198,134
Thereafter ! 168,267 239,267
Total ! $2,“41 1,204 $1,747,679

The following table indicates the scheduled maturities of the Company’s certificates of deposit by
acquisition channel as of December 31, 2005 (in thousands):

¥ N
Consumer National

Direct | Municipal accounts Total
Twelve months or less $2,451,16§ $1,258,703 $ ?1709,149 $4,419,021
One to two years 554, 094 23,222 ) 690 225 1,267,541 »
Two to three years 255, 858 1,014 252 835 509,707
Three to four years 129, 879 — ‘127 590 257,469
Four to five years 46, 877 — ; — 46,877
Thereafter 12, 573 —_ : — 12,573
Total  $3450450  $1,282939  §1779,799  $6,513,188

j
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Note 15 - FHLB Advances

The portfolio of FHLB advances includes fixed rate term advances, floating rate daily adjustable
advances, and fixed rate putable advances. The following is a breakdown of the advances outstanding (in
thousands):

December 31,

| 2005 2004
: Weighted  Weighted
! Average Average
Amount Rate Amount | Rate
Floating rate dfaily advances $ 766,000 4.18% § 620,000 1.95%
Fixed rate putable advances 700,000 4.49 1,120,000 5.15
Fixed rate term advances 2,759,000 3.69 2,350,000, 3.53
Total ’ $4,225,000 3.91%  $4,090,000 3.74%

The portfolio of putable FHLB advances we hold, which matures in 2011, may be called by the FHLB
if LIBOR reaches 7.50%. The corresponding level of this LIBOR index was at 4.54% at December 31, 2005,

The following indicates certain information related to the FHLB advances (in thousands):
For the Years Ended December 31,

2005 2004 2003
Maximum ouistanding at any month end $5,373,279  $4,097,000:  $3,320,000
Average balance 4,742,079 3,631,851‘ 2,711,119
Average interest rate , 3.85% 3.96% 4.69%

The Company has the authority and approval from the FHLB to utilize a total of $6.7S billion in
collateralized .borrowings. Pursuant to collateral agreements with the FHLB, advances are collateralized by non-
delinquent single-family residential mortgage loans.

The following outlines the Company’s FHLB advance maturity dates as of December 31, 2005 (in
millions):

2006 $1,625
2007 ‘ a 7 750
2008 ; 700
2009 ‘ 50
2010 f 400
Thereafter 1 700
Total ’ f $4,225

Note 16 — Security Repurchase Agreements

At December 31, 2005, security repurchase agreements amounted to $1.1 billion. The Company began
entering into these agreements during the fourth quarter of 2005. The maximum borrowings gutstanding under
these agreements at any month end amounted to $1.1 billion. The weighted-average borrowing rate on
repurchase agreements outstanding as of December 31, 2005 was 4.32%. These repurchase agreements have
maturities of less than six months.

At December 31, 2005, repurchase agreements were collateralized by $1.2 billion of mortgage -backed
securities held to maturity.
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[
Note 17 — Long Term Debt ‘ ‘
The following table presents long-term debt at December 31, (in thousands):

3 . 2005 2004
Junior subordinated notes related to trust preferred securities 1‘
Floating 3 month LIBOR plus 3.25%(1) (7.40% and 5.8% at December 31, 2005
and 2004, respectively), matures 2032 t ' $ 25,774 § 25,774
Fixed 6.55%(2), matures 2033 Ll 25774 25774
Fixed 6.75%(2), matures 2033 ‘ - 25780 25,780

Floating 3 month LIBOR plus 2.00% (6.15% at December 31 2003), matures 2034 25,774 25,774
Floating 3 month LIBOR plus 2. OO% (6 15}% at December 31 2005), matures 2035 25,774 —

Fixed 6.47%(3), matures 2035 o L 51,547 —
Floating 3 month LIBOR plus 1.50%(4) (4.15% at December 31, 2005), matures
2035 ‘ 25,774 —
Subtotal | v ‘ " 206197 103,102
Other Debt ‘ ‘ o
Fixed 7.00% due 2013 | : 1,300 1,325
Total long-term debt S { 3207497 $104,427

(1) As part of the transaction, the Company entered into an interest rate swap with the placement agent, under
which the Company is required to pay 6.88% fixed rate on. a notional amount of $25 million and will
receive a floating rate equal to three month LIBOR plus 3. 25% The swap matures on December 26, 2007.
The securities are callable after December 26, 2007. !

(2) After five years the rate converts to a variable rate equal to three month LIBOR' plus 3.25%, adjustable
quarterly. The securities are callable after February 26, 2008 and March 26, 2008.

(3) After five years the rate converts to a variable rate equal to three month LIBOR plus 2.00% adjustable
quarterly. The securities are callable after March 31, 2010. |

(4) As part of the transaction, the Company entered into an interest rate swap with the placement agent, under
which the Company is required to pay 4.33% fixed rate on ia notional amount of $25 million and will
receive a floating rate equal to three month LIBOR. The swap matures on October 7, 2010. The securities
are callable after October 7, 2010. ' “

The following table presents the aggregate annual maturities of long-term debt obligations (based on
final maturity dates) at December 31, 2005 (in thousands): ‘

2006 o B - $ 25
2007 | o 25
2008 ‘ 25
2009 { - 25
2010 | o 25
Thereafter s 207,372
Total $207,497
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Note 18 — Federal Income Taxes
Total federal income tax provision (benefit) is allocated as follows (in thousands):

For the Years Ended December 31,

2005 2004 - 2003
As Restated As Restated

Income from ojperations $44,090 $77,592 $135,481
Stockholders’ equity, for the tax benefit from stock-based ‘
compensation (8,379) (2,049) ( (8,945)
Stockholders’ equity, for the tax effect of other comprehensive _
income i 1,340 1,779 ; 1,170

$37,051 $77,322 $127,706

Components of the provision for federal income taxes from operations consist of the fol

iowing (in
thousands): ‘

For the Years Ended December 31,

2005 2004 2003
As Restated ~As Restated
Current provision (benefit) 5(12,342)  $99462  $118,854
Deferred provision (benefit) 56,432 (21870) | 16,627
J $44000  $77,592  $135481

T

The Company’s effective tax rate differs from the statutory federal tax rate. The following is a summary
of such differences (in thousands):

For the Years Ended ]j)ecember 31,

2005 2004 ; 2003
As Restated ~ As Restated
Provision at s_@atutory federal income tax rate $43,384 $77,115 $135,614
Increase (decrease) resulting from other, net 706 477 : (133)
Provision at efﬁ'ective federal ihcpme tax rate $44,090 $77.592 ‘ $135,481
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The details of the net tax liability are as follows (in thousands):

December 31,
2005 2004
As Restated

Deferred tax assets:

4 i
Allowance for loan and other losses L L$ 22,758 $ 23,564
Non-accrual interest ‘ * “' - k » ‘, 1,101 1,119
Purchase accounting valuation adjustments ‘ ‘ 50 45
Reserve for foreclosure losses ‘ 1\' - o t, 3,535 3,381
Mark-to-market adjustments on earning-assets ' ‘ T — 696
Deferred compensation plan o ‘j » - R - 3,301
Deferred gain on termination of hedge V ‘ ? S 683 1,427
Restatement of state tax expense ; 3,168 3,168
Restatement of accrued interest “ : 5,931 5,931
Vacation pay ; S 1,386 1,649
Other S 1251 558
\ 139,863 44,839
Deferred tax liabilities: ;
Mark-to-market adjustments on earning assets . T . h, (3,164) —
Mark-to-market adjustments-HELOCS | . (268) —
Mark-to-market adjustment — forward commitments ; ' ] ( 1,306) (2,321)
Unrealized hedging gains i‘ ‘ , (4 669) (2,877)
Deferred loan costs and fees A : » (5 693) (6,484)
Premises and equipment | 1. ' (5 131) (5,143)
Mortgage loan servicing rights : (109 523) (65,792)
Federal Home Loan Bank stock dividends L ' .‘ ' 1(7,533) (5,627)
HELOC securitization ' 1 {4,473) —
Other L (19) (19)

(1“41 779) (88,263)

\ Co01916)  (43,424)
Current federal income taxes receivable (payable) ' »26 645 20,477

Income taxes payable 8 (75,271) $(22,947)

Net deferred tax liability

The Company has not prov1ded deferred income taxes for the Bank’s pre-1988 tax bad debt reserves of
approximately $4 million because it is not anticipated that this temporary difference W111 reverse in the
foreseeable future. Such reserves would only be taken into taxable income if the Bank, or a successor institution,

liquidates, redeems shares, pays dividends in excess of earnings and profits, or ceases to qualify as a bank for
tax purposes. :
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Note 19 - Secondary Market Reserve

The following table shows the activity in the secondary market reserve during the years ended
December 31, 2005, 2004 and 2003 (in thousands):

2005 2004 2003

Balance, beginiling of period, $19,002 § 10,254 § 9,084
Provision 7 ‘ »

Charged to gain on sale for current loan sales 5,328 5,932 10,696

Charged to other fees and charges for changes in estimates 7,156 18,1()_5 3,464

Total | 12484 24037 14,160
Charge-offs, net _(13,936)  (15,289)  (12,990)
Balance, end §f period A A 317550 % 19,002 $ 10,254

Reserve levels are a function of expected losses based on actual pending and expected ¢laims and
repurchase requests, historical experience and loan volume. While the ultimate amount of repurchases and claims
is uncertain, management believes that reserves are adequate. We will continue to evaluate the adequacy of our
reserves and may continue to allocate a portion of our gain on sale proceeds to these reserves going forward.

Note 20 —~ Employee Benefit Plans

The Company maintains a 401(k) plan for its employees. Under the plan, eligible employees may
contribute up to 60% of their annual compensation, subject to a maximum amount proscribed by law. The
maximum annual contribution was $14,000 for 2005, $13,000 for 2004 and $12,000 for 2003. Beginning in
2003, participants who were 50 years old or older prior to the end of the year could make additional ‘‘catch-up”’
contributions of up to $4,000, $3,000, and $2,000 for 2005, 2004, and 2003, respectively. The Company
currently provides a matching contribution up to 3% of an employee’s annual compensation up to a maximum of
$6,000. The Company’s contributions vest at a rate such that an employee is fully vested after five years of
service. The Company’s contributions to the plan for the years ended December 31, 2005, 2004, and 2003 were
approximately $3.3 million, $3.2 million, and $3.5 million, respectively. The Company may also make
discretionaryv contributions to the plan; however, none have been made.

Prior to March 31, 2005, the Company offered a deferred compensation plan to employees. The
deferred compensation plan allowed employees to defer up to 25% of their annual compensation and directors to
defer all of their compensation. Funds deferred remained the property of the Company. The Company had
invested $9.3 million in Company Owned Life Insurance (‘**“COLI"’) in order to offset its liability in its deferred
compensation program at December 31, 2004. The Company had a deferred liability to the participants of the
compensation plan totaling $9.4 million at December 31, 2004. The Company discontinued thls compensation
plan March 31, 2005.

Note 21 — Contingencies and Commitments

The Company is involved in certain lawsuits incidental to its operations. Management, after review with
its legal counsel, is of the opinion that settlement of such litigation will not have a material effect on the
Company’s financial condition.

A substantial part of the Company’s business has involved the origination, purchase, and sale of
mortgage loans. During the past several years, numerous individual claims and purported consumer class action
claims were commenced against a2 number of financial institutions, their subsidiaries and other mortgage lending
institutions: generally seeking civil statutory and actual damages and rescission under the federal Truth in
Lending Act, as well as remedies for alleged violations of various state unfair trade pracncesJ laws restitution or
unjust enrichment in connection with certain mortgage loan transactions.

The Company has a substantial mortgage loan servicing portfolio and maintains escrow accounts in
connection with this servicing. During the past several years, numerous individual claims and purported
consumer class action claims were commenced against a number of financial institutions, their subsidiaries and
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| ;‘
other mortgage lending institutions generally seeking declaratofy relief that certain of the lenders’ escrow
account servicing practices violate the Real Estate Settlement Practices Act and breach the lenders’ contracts
with borrowers. Such claims also generally seek actual damages and attorney’s fees. |
I

In addition to the foregoing, mortgage lending institutions have been subjected to an increasing number
of other types of individual claims and purported consumer class action claims that relate to various aspects of
the origination, pricing, closing, servicing, and collection of mortgage loans and that allege inadequate
disclosure, breach of contract, or violation of state laws. Claims have involved, among other things, interest rates
and fees charged in connection with loans, interest rate adjustments on adjustable rate loans, timely release of
liens upon payoffs, the disclosure and -imposition of various fees and charge, and the placing of collateral
protection insurance. ﬁ

While the Company has had various claims similar to those discussed abovel asserted against it,
management does not expect the ultimate resolution of these cldims will have a material adverse effect on the
Company’s financial condition, results of operations, or liquidity. 5

1

A summary of the contractual amount of significant commitments is as follows (in thousands):

December 31,

2005 2004
Commitments to extend credit: \
Mortgage Loans ‘; 81,644,000  $1,586,000
Commercial , | } 185,000 94,000
Other 1 60,000 84,000

|

Commitments to extend credit are agreements to lend. Since many of these commitments expire without
being drawn upon, the total commitment amounts do not necessarxly represent future cash flow requirements.
Certain lending commitments for commercial and mortgage loans to be sold in the secondary market are
considered derivative instruments in accordance with SFAS 133.'Changes to the fair value of these commitments
as a result of changes in interest rates are recorded on the statement of financial condition as either an other
asset or other liability. The commitments related to mortgage loans and commercial réal estate loans are
included in mortgage loans and commercial loans in the above table. !

The credit risk associated with loan commitments is essentially the same as that involved in extending
loans to customers and is subject to normal credit policies. Collateral may be obtained based on management’s
credit assessment of the customer. i
|

Note 22 — Regulatory Capital Requirements

The Bank is subject to various regulatory capital requirements administered by the federal banking
agencies. Failure to meet minimum capital requirements can initiate certain mandatory, and possibly additional
discretionary actions by regulators that, if undertaken, could have a direct material effect on the Company’s
consolidated financial statements. Under capital adequacy guidelines and the regulatory framework for prompt
corrective action, the Bank must meet specific capital guidelines that involve quantitative measures of the Bank’s
assets, liabilities, and certain off-balance-sheet items as calculated under regulatory accounting practices. The
Bank’s capital amounts and classification are also subject to quahtatlve judgments by regulators about
components, risk weightings, and other factors.

Quantitative measures that have been established by regulatlon to ensure capital adequacy require the
Bank to maintain minimum capital amounts and ratios (set forth in the table below). The Bank’s primary
regulatory agency, the Office of Thrift Supervision (*‘OTS’’), requires that the Bank maintain minimum ratios of
tangible capital (as defined in the regulations) of 1.5%, core capital (as defined) of 3.0%, and total risk-based
capital (as defined) of 8.0%. The Bank is also subject to prompt corrective action capital requirement regulations
set forth by the FDIC. The FDIC requires the Bank to maintain a minimum of Tier 1 total and core capital (as
defined) to risk-weighted assets (as defined), and of core capital (as defined) to adjusted tangible assets (as
defined). Management believes, as of December 31, 2005, that the Bank meets all capltal adequacy requirements
to which it is subject.

!
i

80




Flagstar Bancorp, Inc.
Notes to the Consolidated Financial Statements — continued

As of December 31, 2005 and 2004, the most recent guidelines from the OTS categorized the Bank as
“well capitalized” under the regulatory framework for prompt corrective action. To be categorized as ‘“‘well
capitalized,”’ the Bank must maintain minimum total risk-based, Tier 1 risk-based, and Tier 1 leverage ratios as
set forth in the table below. There are no conditions or events since that notification that management believes
have changed the Bank’s category.

To Be Well
Capitalized
For Capital Under Prompt
Adequacy Corrective Action
Actual Purposes Provisions

Amount Ratio Amount Ratio Amount Ratio

As of December 31, 2005

Tangible cai)ital (to tangible assets) $941,957 6.3% $225,670 1.5% NA  NA
Core capital (to adjusted tangible assets) 941,957  63% 451,340  3.0% $752,333  5.0%
Tier 1 capital (to risk weighted assets) 924,461 10.7% N/A N/A 52@,301 6.0%
Total capiteﬂ (to risk weighted assets) 961,864  11.1% 643,727 8.0% 867,159  10.0%
As of December 31, 2004 — As Restated
Tanglble capltal (to tangible assets) $804,205 6.1% $196,773 1.5% N/A NA
Core capital (to adjusted tangible assets) 804,205 6.1% 393,546 3.0% $655,909 5.0%
Tier [ capifal (to risk weighted assets) 804,205 10.4% N/A N/A 463,176 6.0%
Total capital (to risk weighted assets) 842,423 11.0% 617,568 8.0% 77ﬁ,960 10.0%

Note 23 — Accumulated Other Comprehensive Income

The following table sets forth the ending balance in accumulated other comprehensive income for each
component at'December 31:

2005 2004 2003

(In thousands)

Net gain on ;interest rate swap extinguishment $1,268 $2,650 $§ —
Net unrealize}d gain on derivatives used in cashflow hedges 6,068 2,693 2,173
Net unrealized gain on securities available for sale 498 _ —
Ending balance $7,834 $$,343 $2,173

The following table sets forth the changes to other comprehensive income and the related tax effect for
each component at December 31 (in thousands): ;

2005 2004 2003

Gain (reclaséified to earnings) on interest rate swap extinguishment $(2,054) $ 4077 8 —
Related tax expense 719 (15,427) —_
Unrealized galn on derivatives used in cashflow hedges ) 5,119 872 3,343
Related tax expense (1,792) 1(352) (1,170)
Unrealized gam on securities available for sale 767 — —
Related tax expense , (268) L — —
Change . . o $2491  $3,170  $2,173

On December 30, 2004, the Company extinguished $250.0 million of interest rate swaps. These swaps
were elimindted at an after-tax gain of $2.6 million. This gain is being reclassified into earnings from
accumulated other comprehensive income over three years, which is the original duration of the extinguished
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swaps. The Company will reclassify into earnings after-tax $1. 2 million and $0.1 million in 2006, and 2007,

respectively. }w

| : 4
Note 24 — Concentrations of Credit '

Properties collateralizing mortgage loans held for investment were geographically disbursed throughout
the United States. As of December 31, 2005, approximately 11.6% of these properties are located in Michigan
(measured by principal balance), and another 48.2% were located in the states of California (24.9%), Florida
(13.7%), Washington (5.1%), and Colorado (4.5%). No other state contains more than 3% of the properties
collateralizing these loans.

Note 25 — Related Party Transactions !

|
V

The Company has and expects to have in the future, transactions with the Company’s directors and
principal officers. Such transactions were made in the ordinary course of business and included extensions of
credit, and professional services. With respect to the extensionsjof credit, all were made on substantially the
same terms, including interest rates and collateral, as those prevailing at the same time for comparable
transactions with other customers and did not, in management’s opinion, involve more than normal risk of
collectibility or present other unfavorable features. At December 31, 2005, the balance of the loans attributable
to directors and principal officers totaled $4.5 million, with the unused lines of credit totaling $10.3 million. At
December 31, 2004, the balance of the loans attributable to directors and principal officers totaled $1.3 million,
with the unused lines of credit totaling $9.6 million. During 2005 and 2004, the Company purchased
$35.8 million and $76.9 million in mortgage loans from correspondents and brokers affiliated with directors and
executive officers, during the ordinary course of business. !

Note 26 — Derivative Financial Instruments

We follow the provisions of SFAS 133, as amended, for our derivative instruments and hedging
activities, which require us to recognize all derivative instruments on the consolidated statements of financial
condition at fair value. The following derivative financial instruments were identified and recorded at fair value
as of December 31, 2005 and 2004: : j
FNMA, FHLMC and other forward contracts
Interest rate swap agreements
Rate lock commitments

Generally speaking, if interest rates increase, the value of our rate lock commitments and funded loans
decrease and loan sale margins are adversely impacted. We hedge the risk of overall changes in fair value of
loans held for sale and rate lock commitments generally by selling forward contracts on securities of Fannie
Mae, Freddie Mac and Ginnie Mae. Under SFAS 133, certain of these positions may qualify as a fair value
hedge of a portion of the funded loan portfolio and result in adjpstments to the carrying value of designated
loans through gain on sale based on value changes attributable to the hedged risk. The forward contracts used to
economically hedge the loan commitments are accounted for as hon-designated hedges and naturally offset loan
commitment mark-to-market gains and losses recognized as a component of gain on sale. The Bank recognized
pre-tax losses of $2.9 million, $357,000 and $10.7 million for the years ended December 31, 2005, 2004 and
2003, respectively. !

We use interest rate swap agreements to reduce our exposure to interest rate risk inherent in a portion
of the current and anticipated borrowings and advances. A swap, agreement is a contract between two parties to
exchange cash flows based on specified underlying notional amounts and indices. Under SFAS 133, the swap
agreements used to hedge our anticipated borrowings and advances qualify as cash flow hedges. As of the years
ended December 31, 2005 and 2004, the net fair market value adjustment on our intetest rate swap agreements
on an after-tax basis was $5.4 million and $2.7 million, respectively, which was recorded as a component of
accumulated other comprehensive income. Future effective changes in fair value on these interest rate swap
agreements will be adjusted through OCI as long as the cash flow hedge requirements continue to be met.
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On December 30, 2004, the Company extinguished $250.0 million of interest rate swaps. These swaps
were eliminated at an after-tax gain of $2.6 million. This gain is being reclassified into earnings from
accumulated other comprehensive income over three years, which is the criginal duration of the extmgmshed
swaps. During 2005, $1.3 million was recognized in earnings.

The Company recognizes ineffective changes in hedge values resulting from designated SFAS 133
hedges discussed above in the same statement of earnings captions as effective changes when such material
ineffectiveness occurs. The Company has not recognized gains or losses due to ineffectiveness 1n earnings, due

to immateriality.

We had the following derivative financial instruments as of December 31, 2005 and 2004

As of Decemb@r 31, 2005

Notional Fair Expiration
Amounts Value Dates

)

(Dollars in thousands)

Mortgage Balj]kihgrDerivatrivés:

Rate lock commitments §1,342,000  $8,362 2006

Forward agéncy and loan sales 7 1,643,620 (4,145) 2006
Borrowings and advances hedges: ‘

Interest raté swaps (LIBOR) 300,000 9,599? 2006-2010

As of December 31, 2004

Notional Fair Expiration
Amounts Value Dates

(Dollars in thousands)

i

Mortgage Baﬁking Derivatives: ’J,

Rate lock ¢ommitments $1,586,000 $8,723 2005

Forward aéency and loan sales 1,893,000 (3,614) 2005
Borrowings and advances hedges:

Interest rafe swaps (LIBOR) ' 275,000 4215 2005-2008

Counterparty Credit Risk

The Bank is exposed to credit loss in the event of non-performance by the counterparties to its various
derivative financial instruments. The Company manages this risk by selecting only well-established, financially
strong counterparties, spreading the credit risk among such counterparties, and by placing contractual limits on
the amount of unsecured credit risk from any single counterparty.

Note 27 — Fair Value of Financial Instruments

The Company is required to disclose the fair value information about financial instruments, whether or
not recognized in the consolidated statement of financial condition, where it is practicable to estimate that value.
In cases where quoted market prices are not available, fair values are based on estimates using present value or
other valuation techniques. Because assumptions used in these valuation techniques are inherently subjective in
nature, the estimated fair values cannot always be substantiated by comparison to independent market quotes

and, in many :cases; the estimated fair values could not necessarily be realized in an immediate sale or settlement

of the instrument.

The fair value estimates presented herein are based on relevant information available t¢6 management as
of December 31, 2005 and 2004. Management is not aware of any factors that would significantly affect these
estimated fair value amounts. As these reporting requirements exclude certain financial instruments and all non-
financial instruments, the aggregate fair value amounts presented herein do not represent management’s estimate
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of the underlying value of the Company. Additionally, such amounts exclude 1ntang1ble asset values such as the
value of core deposit intangibles.

The following methods and assumptions weére used by the Company to estimate the fair value of each

class of financial instruments and certain non-financial mstruments for which it is practicable to estimate that
value:

;
|

Cash and cash equivalents. The carrying amount of cash and cash equivalents approximates fair value.

Securities available for sale. The carrying amount of ‘the securities available for sale approximates fair
value. /

I
Loans receivable. This portfolio consists of mortgages available for sale and held for investment,
collateralized commercial lines of credit, commercial real estate loans, builder development project loans
consumer credit obligations, and single-family home construction loans. Mortgage loans available for sale and
held for investment are valued using fair values attributable to similar mortgage loans. The fair value of the
other loans and mortgage-backed securities is based on the falr value of obligations with similar credit
characteristics.

|
Other investments. The carrying amount of other investments approximates fair value.

FHLB stock. No secondary market exists for FHLB stock The stock is bought and sold at par by the
FHLB. The recorded value, therefore, is the fair value.

Deposit Accounts. The fair value of demand deposits Qnd savings accounts approximates the carrying

amount. The fair value of fixed-maturity certificates of deposit is estimated using the rates currently offered for
certificates of deposits with similar remaining maturities.

FHLB Advances. Rates currently available to the Company for debt W1th 51m11ar terms and remaining
maturities are used to estimate the fair value of the existing debt

Security Repurchase Agreements. The carrying amount of the repurchase agreements approximates fair
value. ‘ o

l
Long Term Debt. The carrying amount of the long terrﬁ debt approximates fair value.

Derivative Financial Instruments. The fair value of forward sales contracts, mterest rate swaps and
fixed-rate commitments to extend credit are based on current market prices.
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The following tables set forth the fair value of the Company’s financial instruments (in thousands):

Financial insﬁj‘uments: '
Assets:

‘Cash and cash;: equivalents

Securities available for saie

Loans available for sale

Loans held for investment and mortgage-
backed securities

FHLB stock
Other investmjénts
Liabilities::
Retail deposits:
Demand deposits and savings accounts
Certificates of deposit
Municipal def)osits -
National certfficates of deposit
FHLB advances
Security repujrchase agreements
Long term debt
Derivative Financial Instruments:
Forward deli{rery contracts
Commitments to extend credit
Interest rate jswaps

December 31,

2005 2004

Carrying Fair Carrying Fair

Value Value Value Value
$ 201,163 $ 201,163 § 168442 $ 168,442
" 26,148 26,148 - —
1,773,394 1,780,258 1,506,311 1,518,546
11,991,457 11,950,105 10,579,864 10,706,770
292,118 292,118 234,845 234,845
21,957 21,957 18,391 18,391
(1,395,618)  (1,395,618)  (2,120,196)  (1,964,906)
(3450,450)  (3,429,063)  (2,056,608)  (2,067,102)
(1353,133)  (1351218)  (1,264,225)  (1,257,320)
(1,779,799)  (1,748,185)  (1,938,626)  (1,928,233)
(4225,000)  (4,181,458)  (4,090,000) = (4,108,635)
(1,060,097)  (1,060,049) — —
(207,497) (207,497) (104427)  (104427)
(4,145) (4,145) (3,614) - (3,614)
8,362 8,362 8,723 8,723
9,599 9,599 4215 4,215

Additionally, we have identified the following loan products underlying our assets whase contractual
terms may give rise to a concentration of credit risk and increase our exposures to risk of nonpayment or

realization:

a. Hybrid or ARM loans that are subject to future payment increases

b. Option power ARM loans that permit negative amortization

¢. Loans under a. or b. above with loan-to-value ratios above 80%
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The following table details the unpaid principal balance of these loans at December 31, 2005.

Held for Investment
Portfolio Loans

(In thousands)
Amortizing hybrid ARMs

3/1 ARM ’ - - $ 989,786

5/1 ARM S o 1,700,277

7/1 ARM | ' - 99,448
Interest only hybrid ARMs - o wﬁ 1

3/1 ARM ! 1,228,378

5/1 ARM r _ 2,144,104

771 ARM “ - 423
Option power ARMs S ‘ ' : 698,309
All other ARMs . : o 755,885

o ? . 16610

Il

Of the loans listed above, the following have original 1dan-to-value ratios exceeding 80%.

Amount
(In thousands)

Loans with original loan-to-véylug hr‘d'tvip_sﬁ above 80%

> 80% <= 90% ’ L o $500,392
> 90% <= 100% ! 309,817
=>100% | 11,129

“ P $821,338

k

Note 28 — Segment Information

1

The Company’s operations are broken down into two business segments: home lending and banking.
Each business operates under the same banking charter but is reported on a segmented basis for this report.
Each of the business lines is complementary to each other. The ﬁanking operation includes the gathering of
deposits and investing those deposits in duration-matched assets primarily originated by the home lending
operation. The banking group holds these loans in the investment portfolio in order to learn income based on the
difference, or ‘‘spread,”’ between the interest earned on loans and the interest paid for.deposits and other
borrowed funds. The home lending operation involves the origination, packaging, and sale of loans in order to
receive transaction income. The lending operation also services mortgage loans for others and sells MSRs into
the secondary market. Funding for the lending operation is provided by deposits and borrowings garnered by the
banking group. All of the non-bank consolidated subsidiaries are included in the banking segment. No such
subsidiary is material to the Company’s overall operations.

86




Flagstar Bancorp, Inc.

Notes to the Consolidated Financial Statements — continued

FolloW'ing is a presentation of financial information by business segment for the period indicated.

Net interest income
Net gain on sale revenue
Other income;

; ,
Total net interest income and non-interest
income

Earnings before federal income taxes
Depreciation ;;‘Lnd amortization
Capital expen:ditures

Identifiable assets

Inter-segment} income (expehse)

As Restated;

Net interest income

Net gain on éale revenue
‘Other incom%:

Total net interest income and non-interest
income

Earnings bef;ore federal income taxes
Depreciation: and amortization
Capital expe:nditures

Identifiable assets

Inter-segmer;it income (expense) :

For the Year Ended December 31, 2005

Home
Banking Lending
Operation Operation Eliminations . Combined
(In thousands) ,
'$ 185276 S 60994 S — $ 246270
— 81,737 — 81,737
55,813 21,898 - 77,711
241,089 164,629 - 405,718
123,726 229 —_ 123,955
10,139 115,112 — 125,251
32,764 18,633 — 51,397
14,176,340 2,379,090 (1,480,000) | 15,075,430
42,375 (42,375) — —
For the Year Ended December 31,2004
Home '
Banking Lending !
Operation Operation Eliminations | Combined

{In thousands)

$ 175403 S 47888 $ — s 223291
— 169,559 ' 169,559
63,227 23,335 — 86,562
238,630 240,782 — 479,412
135,080 85,250 — 220,330
6,810 99,303 - 106,113
18,431 30,664 — 49,095
12,136,082 2,245,932 (1,239,000) 13,143,014
25,475 (25,475) — —
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For the Year Ended December 31, 2003

3

“ Home
Banking Lending \
Operation,  Operation  Eliminations  Combined

(In thousands)

As Restated

Net interest income 5 166060 S 28526 S| — S 194586
Net gain on sale revenue — amoaz 428,042
Other income o 02519 4684) | — 37,835
Total net interest income and non-interest :
income 208579 451884 0 — 660,463
Earnings before federal income taxes 100,447 : 287,020 ‘ : — 387,467
Depreciation and amortization 7,023, 147,111 — 154,134
Capital expenditures » 18,671 23872 — 42,543
Identifiable assets 8,453, 552 3,347,695 (1;250,001) 10,553,246
Inter-segment income (expense) 12,327} ‘ (12,327) — —

Revenues are comprised of net interest income (before the provision for loan losses) and non-interest
income. Non-interest expenses are fully allocated to each business segment. The intersegment income (expense)
consists of interest expense incurred for intersegment borrowing.

Note 29 — Earnings Per Share

The following is a reconciliation of the numerator and denominator of the basic and diluted earnings

per share calculation (in thousands): : ]
Year Ended December 31, 2005

:Earnings ‘Aver‘f‘age Shares Per Share
{(Numerator) {Denominator) Amount
Basic earnings o $79,865 i62,128 $1.29
Effect of options \ — 1,882 (0.04)
Diluted earnings _$79.865 " %4,010 $ 125

In 2005, the Company had 837,449 options that were clasmfted as antl-dllutlve and were excluded from
the EPS calculations. : \‘3

The following is a reconciliation of the numerator and dehominator of the basic and diluted earnings
per share calculation (in thousands): b :

Year Ended December 31, 2004

Eéinings Average Shares Per Share
(Numerator) (Denominator) Amount
As Restated " As Restated
Basic earnings - 5142,738 61,057 $ 2.34
Effect of options L — . 3,115 (0.12)
Diluted earnings $142,738 64, ft72 $2.22

In 2004, the Company had 501,300 options that were cla551f1ed as anti-dilutive and were excluded from

the EPS calculations. i
|
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The following is a reconciliation of the numerator and denominator of the basic and diluted earnings
per share calculation (in thousands):

Year Ended December 31, 2003

Earnings Average Shares  Per Share
(Numerator) (Denominator) Amount
As Restated ! As Restated
Basic carnings 5251986 59811 $421
Effect of options — 3,920 " (0.26)
Diluted earnings 8251986 63,731 $395

In 2003, the Company had 207,000 options that were classified as anti-dilutive and were excluded from
the EPS calculations. ‘

Note 30 — Stock Option and Purchase Plans, and other Compensation Plans

In 1997, Flagstar’s Board of Directors adopted resolutions to implement various stock option and
purchase plans and incentive compensation plans in conjunction with the public offering of common stock.

Stock Option Plan

The purpose of the Stock Option Plan {*‘Option Plan’’) is to provide an additional incentive to directors
and employees by facilitating their purchase of Common Stock. The Option Plan has a term of 10 years from
the date of its approval in April 1997, after which no awards may be made. The Option Plan was amended in
1999, 2002, and 2005.

The ‘following table summarizes the activity that occurred in the years ended December 31, 2005, 2004
and 2003: :

Weighted
Average Number
‘ Exercise Price __of Options
:;OptipnsA Qutétanding at January 1, 2003 7 N o 7 - §$ 584 5,441,174
AGranted u B , 14.64 1,099,094
Exercised o 7 - ) 4.13 ﬂ (1,033,951
Canceled 8.41 (80,447)
Options outstanding at December 31, 2003 787 | 5425870
Granted o ’ o _ _ 2255 332,920
|Exercised , 4.19 (686,117)
Canceled 11.59 . (111,144)
‘Options outstanding at December 31, 2004 934 4,961,529
Granted =~ - 20.50 372,792
Exercised o - e 417 (1,788,354)
Canceled 1564 (128,601)
Options outstanding at December 31, 2005 $13.20 3,417,366
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The following information pertains to the stock optlons issued pursuant to the Option Plan but not
exercised at December 31, 2005: 1 :

! f
| Weighted‘ i

! Average ! Number

Number of Options ! Remaining i Exercisable at

Outstanding at - Contractual December 31,

Grant Price December 31, 2005 Life (years) 2005

$ 176 1351, | 450 153,515
1.96 11,250 } 2.00 11,250
432 C1Lee0 205 11,000
477 7,200 a2 7,200
5.01 324,916 - X /A 324,916
5.29 113,651 | 349 113,651
6.06 7200 | 313 7,200
11.80 1,181,931 | a6 913,981
1227 769254 b 7 : 492,722
15.23 11,000 r 9.92 —
1935 29 b 9so 11,429
19.42 7,000 o o3sa 7,000
20.02 10,500 A VA 10,500
20.06 7,500 - N T U 7,500
20.73 339,863 Y 339,863
22.68 287,456 Rt , 287,456
24.72 _e701 Lo1s0 162,701
3,417,366 | ‘ 2,861,884

P

At December 31, 2004 and 2003, the number of exerciséble options was 2,918,471 and 1,557,629,

respectively. At December 31, 2005, 2004 and 2003, options avai‘vlable for future grants were 5,685,646, 591,887
and 792,645, respectively.

Stock Purchase Plan :

Under the Employee Stock Purchase Plan (‘‘Purchase Plan’), eligible participants, upon providing
evidence of a purchase of the Company’s common shares from any third party on the open market, receive a
payment from the Company equal to 15% of the share price. The! Purchase Plan includes limitations on the
maximum reimbursement to a participant during a year. The Purchase Plan has not been designed to comply
with the requirements of the Internal Revenue Code with respect to employee stock putchase plans. During
2005, 2004 and 2003, respectively, the Company incurred expenses of approximately $82,100, $81,200, and
$43,900 on the Purchase Plan. This Purchase Plan was terminated\j as of December 31, 2005.

| ' [

Incentive Compensation Plan

The Incentive Compensation Plan (‘‘Incentive Plan’’) is administered by the compensation committee of
the Company’s Board of Directors. Each year they decide which employees of the Company will be eligible to
participate in the Incentive Plan and the size of the bonus pool. During 2005, 2004 and' 2003 all members of the
executive management team were included in the Incentive Plan. The Company incurred expenses of

$2.2 million, $3.7 million, and $5.4 million on the Incentive Plan for the years ended December 31, 2005, 2004
and 2003, respectively.
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Stock Incentive Plan

Under the 2000 Stock Incentive Plan (‘‘Stock Incentive Plan’’), participants are issued common shares
of the Company stock as compensation. The Company incurred expenses of approximately $2.9 million,
$750,000, and $2 8 million on the Stock Incentive Plan, during 2005, 2004 and 2003, respectively. The Stock
Incentive Plan was approved by the Company’s Board of Directors on June 19, 2000 and amended in 2005.

Note 31 — Quarterly Financial Data (Unaudited)

The foilowing table represents summarized data for each of the quarters in 2005, 2004, and 2003 (in
thousands, except earnings per share data) certain per share results have been adjusted to conform to the 2005
presentation:

2005 ‘
First Second Third Fourth

Quarter Quarter Quarter : Quarter
Interest income - $163,125  Sl66,111  $185391)  $194,035
Interest expense 97,916 107,670 124,617, 132,191
Net interest income 65,209 58,441 60,774 61,844
Provision for loan losses 6,246 2,903 3,690 6,036
Net interest iﬁcome after p_revision for loan losses 58,'963 55,538 57,084? 55,808
Loan admmlstratmn 4 5,945 1,669 (1,913) 3,060
Net gain on loan sales ‘ ﬂ 9,577 32,348 3,426_f 18,229
Net gain on MSR sales 4,248 2,262 492 11,155
Other non- mterest income 15,792 18,590 18,763 15,806
Non-interest expense 63,723 67,074 63,229 68,862
Earning before federal income tax provision 30,802 43,333 14, 623 35,196
Provision for federal income taxes 11,024 15,533 5, 163 12,369
Net earnmgs 7 ‘ $ 19,778 $ 27,800 $ 9,46@ $ 22,827
Basic earnings per share $ 032 $ 045 $ 015 $§ 036
Diluted earnihgs per share ) ‘ § 031 § 043 § 0.15 $ 036

¢
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; ‘ 2004

First Second .  Third Fourth
Quarter Quarter = Quarter Quarter

As Restated » :
Interest income ] - $130 841 $140, 214 . $140,818 $151,564
Interest expense 79 864 80, 893 84,914 94,475
Net interest income 50977 59321 55904 57,089
Provision for loan losses 9,302 3,603 . 3,172 —_
Net interest income after provision forulroanlp‘ssne_s o 41,675 35, 7”18 ﬂ 52,732 57,089
Loan administration - 8,232 5 589 9,760 6,516
Net gain on loan sales o 3§ 633 11, 705 25,989 1,492
Net gain on MSR sales ’ 21 ;7185 37 248 : 15,734 16,973
Other non-interest income 9 431 16,497 16,883 13,654
Non-interest expense 62 769 63,728 . 59,900 56,608

PR . . i )“ -

Earnings before federal income tax provi{sig)n N v 56 087 63,029 ‘) 61,198 39,116
Provision for federal income taxes 20 284 22,093 ¢ 21,461 13,754
Net earnings o $36703  $40936 1539737 $ 25362
Basic earnings per share $ 0.60 $§ 068 '§ 065 $ 042
Diluted earnings per share - ‘ 8 057 S 065 'S 062 $ 040
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As Restated

Interest incomé

Interest expense

Net interest income

Provision for losses

Net interest in«j:ome after provision for losses
Loan administration

Net gain on 10;311 sales

Net gain on MSR sales

Other non-interest income

Non-interest expense

Earnings before federal income tax provision
Provision for federal income taxes

Net earnings
Basic earnings per share

Diluted earnings per share

93

2003

First Second Third Fourth
Quarter Quarter Quarter : Quarter
$122,728  $124265  $133,539 '  $122,536
71,238 75,239 81,494 80,511
51,490 49,026 52,045 42,025
7,887 6,772 3,355 2,067
43,603 42,254 48,690 39,958
(25,609)  (13,056) 7,462 12,543
90,113 155,399 92,670 22,558
1,261 320 44,619 21,102
11,876 12,302 12,296; 20,021
58,481 66,399 66,873 61,162
62,763 130,820 138,864 55,020
22,028 45832 48,681 18,940
$ 40,735 $ 84988  $ 90,183 S 36,080
$ 069 $ 143 $ 150 § 059
S 065 S 133 $ 141 § 057




Flagstar Bancorpl Inc. ;
Notes to the Consolidated Financial Statements — continued

Note 32 -~ Holding Company Only Financial Statements

|
|

The following are unconsolidated financial statements for the Company. These condensed financial
statements should be read in conjunction with the Consolidated Financial Statements ‘and Notes thereto.

Flagstar Bancorp,“« Inc.
Condensed Unconsolidated Statements of Financial Condition
(In thousands) :

December 31,
2005 2004
As Restated

Assets E i

Cash and cash equivalents ?$ 12,830 $ 2,324

Investment in subsidiaries ‘% 973,404 828,149
Other assets v “

B 3740 2,085
" $989,974 $832,558

Total assets

Liabilities and Stockholders’ Equity ‘u‘

Liabilities - ‘“ P

Junior subordinated debentures \ - '$206,197 $103,102

Total interest paying liabilities f‘

206,197 103,102

Due to subsidiaries ?‘ 9,481 —
Other liabilities ‘ ’ 2,413 502
Total liabilities | 218,091 103,604

Stockholders’ Equity ‘: M

Common stock 632 614
Additional paid in capital } 57,304 40,754
Accumulated other comprehensive income j‘ i 7,834 5,343
Retained earnings " 706,113 682,243
Total stockholders’ equity \‘ §771,883 728,954

Total liabilities and stockholders’ equity ! $989,974 $832,558
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Flagstar Bancorp, Inc.
Notes to the Consolidated Financial Statements ~ continued

Flagstar Bancorp, Inc.
Condensed Unconsolidated Statements of Earnings
(In thousands) '
For the Years Ended December 31,
2005 2004 2003
As Restated As Restated

1

Income _ .
Dividends from subsidiaries $22,200 $136,900 $ 24,000
Interest ' 335 1,430 ; 1,515
Total 22,535 138,330 25,515
Expenses : ‘
Interest 10,662 8,835 13,107 !
General and administrative 2,015 3,707 ] 1,683
Total 12,677 12,542 14,790
Earnings bef%)re undistributed earnings of subsidiaries 9,858 125,788 10,725
Equity in undistributed earnings of subsidiaries 65,695 13,061 | 236,615
Earnings betfore federal income tax benefit 75,553 138,849 :1 247,3.40
Federal income tax benefit (4312) (3.889) (4,646)
Net earningsj $79.865 $142,738 $251,986
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Flagstar Bancorp, Inc. ! l‘[;
Notes to the Consolidated Fmancnal Statements — continued
L . \
Flagstar Bancorp, Inc.
Condensed Unconsolidated Statements of Cash Flows

(In thousands)

I
! For the Years Ended December 31,
\g 2005 - 2004 2003
f“‘ As Restated As Restated

Operating Activities
Net earnings

i i

H i
i S i i
f

. 879865 $142,738 $ 251,986
Adjustments to reconcile net earnmgs to net cash &owded by ‘ i E
operating activities _ o ‘; P
Equity in undistributed earnings o ] (65,695) | (13,061) (236,615)
Change in other assets ‘ k : - (667) u 1 2,815 (1,130)
Provision for deferred tax beneflt : — ‘3 4 1,154
Change in other liabilities S ‘ﬁ i_1,043 52 (2,542)
Net cash provided by operating activities : 24,546 ) 132,548 12,853
Investing Activities ‘
Net change in othet investments M o » L - ' 11 10
Net change in investment in sub51d1arles o | (77,719) : 1(25,667) (47,634)
Net cash used in mvestment acthtles | (77,708) 1(25,656) (47,624)
Cash Flows From Fmancmg Actlvmes « - E o o . B
Proceeds from the issuance of j junior subordlnated debentures 103,095 ﬂ‘ ‘} 25,774 51,554
Redemptlon of j Junior subordinated debentures ) A ‘ — 2(77,062) » —
Proceeds from exercise of stock options and grants issued ” '8,189 7 » 1 3,318 444
Tax benefit from stock options exercised | 8,379 ; 2,049 8,945
Dividends paid - o (55995) ' (61,122) (27,050)
Net cash provided by (used in) financi“nlgq aetivities ‘; 63,668 (j07,043) 33,893
Net increase (decrease) in cash and cash equivalents L 10,506 “ (151) (878)
Cash and cash equivalents at beginning of period : 2,324 £ 2,475 3,353
Cash and cash equivalents at end of period L $12,830 $ 2,324 $ 2475
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE

On June 13, 2005, we were informed by Grant Thornton LLP (*‘Grant Thornton™’), our mdependent
registered pubhc accounting firm, that Grant Thornton had resigned as our independent registered public
accounting firm. The reports of Grant Thornton on our financial statements for the past two fiscal years
contained no adverse opinion or disclaimer of opinion and were not qualified or modified as to uncertainty,
audit scope or accounting principle. In connection with our audits for each of the two most recent fiscal years
and through June 13, 2005, there were no disagreements between us and Grant Thornton on any;matter of
accounting principles or practices, financial statement disclosure or auditing scope or procedure, ‘which
disagreements, if not resolved to the satisfaction of Grant Thornton, would have caused Grant Thornton to make
reference thereto in its report on the financial statements for such years.

During the two most recent fiscal years and through June 13, 2005, there have been no reportable
events (as outlined in Regulation S-K Item 304(a)(1)(v)), other than as follows:

. In Item 9A of our 2004 Annual Report on Form 10-K, which we filed with the Securities and
‘Exchange Commission on March 23, 2005, Management’s Annual Report on the:Internal Control
“over Financial Reporting stated, and Grant Thornton’s report on internal controls reiterated, that
.because of the material weaknesses disclosed in those reports, our internal contro]l over financial
reporting was not effective as of December 31, 2004, based on the criteria set forth by the
' Committee of Sponsoring Organizations of the Treadway Commission (‘‘COSO’’) in Internal
; Control — Integrated Framework. We reported six material weaknesses in our system of internal
. control over financial reporting, which are more fully described in Item 9A of our 2004
 Form 10-K and can be summarized as including: (i) deficiencies related to our accounting for
" derivative activities; (ii) deficiencies related to recording of accrued interest receivable;
~ (iii) deficiencies related to the documentation of the evaluation of the appropriaténess of

accounting estimates; (iv) deficiencies surrounding the recording of non-routine journal entries;
(v) deficiencies related to validation and evaluation of data; and (vi) deficiencies related to
, company-level controls. :

e In Item 4 of our Quarterly Report on Form 10-Q, which we filed with the Securities and

Exchange Commission on May 10, 2005 (the ‘‘Form 10-Q”’), we reported that based upon a

. review and evaluation of the effectiveness of our disclosure controls and procedures as of

* March 31, 2003, our principal executive and financial officers concluded that our disclosure

. controls and procedures, as designed and implemented, were operating effectlvely as of that date.
Grant Thornton informed us that management’s conclusion regarding disclosure;controls may have
been materially misstated. After further consideration of Grant Thornton’s views, we decided to
amend the Form 10-Q to report that our principal executive and financial officers determined that
the disclosure controls and procedures were not effective as of March 31, 2005,

Discussions concerning the aforementioned reportable events occurred between representatlves of Grant
Thornton and our Audit Committee.

On: August 5, 2005, the Audit Committee of our Board of Directors engaged Virchow, Krause &
Company, LLP (‘“Virchow Krause’”) as our independent registered public accounting firm. During the two most
recent fiscal years and through August 5, 2005, we did not consult with Virchow Krause with respect to (i) the
application of accounting principles to any transaction, either contemplated or proposed, (ii) the type of audit
opinion that might be rendered on our financial statements, or (iii) any matter that was eitherithe subject of a
disagreement (as defined in Item 304(a)(1)(iv) of Regulation S-K) or a reportable event (as descrlbed in
Item 304(a)(1)(v) of Regulation S-K).

ITEM 9A. CONTROLS AND PROCEDURES
Disclosure Controls and Procedures

We are responsible for establishing and maintaining disclosure controls and proceduxfes, as defined in
Rule 13a-15(e) under the Securities Exchange Act of 1934 as amended (the Exchange Act), that are designed to
ensure that information required to be disclosed by us in the reports that we file or submit under the Exchange
Act is: (a) recorded, processed, summarized and reported within the time periods specified in the SEC’s rules
and forms; and (b) accumulated and communicated to our management, including our principal executive and
principal financial officers, to allow timely decisions regarding required disclosures. In designing and evaluating
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our disclosure controls and procedures, we recognize that any 'controls and procedures, no matter how well
designed and implemented, can provide only reasonable assurance of achieving the desned control objectives,

and that our management’s duties require it to make its best Judgment regarding the' desxgn of our disclosure

controls and procedures. \\

As of December 31, 2005, we conducted an evaluanon under the supervision (and with the
participation) of our management, 1nclud1ng our Chief Executive Officer and Chief Financial Officer, of the
effectiveness of the design and operation of our disclosure controls and procedures pursuant to the Exchange
Act. Based on that evaluation, our Chief Executive Officer and IChief Financial Officer concluded that our
disclosure controls and procedures were not operating eﬁ’ecttvely because of the identification of a material

weakness as described below. i
i
|

Management’s Report on Internal Control Over Financial Reporting

Our management, under the supervision of our Chief Executive Officer and Chief Financial Officer, is
responsible for establishing and maintaining adequate internal contro! over financial reporting. Internal control
over financial reporting is a process designed to provide reasonable assurance regarding the reliability of
financial reporting and the preparation of financial statements for external purposes in accordance with
U.S. GAAP. Internal control over financial reporting includes policies and procedures;that:

‘ !

(i)  pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions and dispositions of the assets of the Company, |

v

(ii) provide reasonable assurance that fransactions are recorded as necessary to permit preparation of
the financial statements in accordance with US GAAP, and that receipts and expenditures of the
Company are being made only in accordance with authorizations of management and directors of
the Company; and |

(i) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition,

use, or disposition of the Company’s assets that could have a material effect on the financial
statements. ‘ :

Because of its inherent limitations, internal control over tTinancial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in condmons or that the degree of compliance with
existing policies or procedures may deteriorate. ‘

Under the supervision of our Chief Executive Officer and Chief Financial Officer, our management
conducted an assessment of our internal control over financial reporting as of December, 31, 2005, based on the
framework and criteria established in /nternal Control-Integrated Framework, issued by the Committee of
Sponsoring Organizations of the Treadway Commission {COSO).

Under SEC rules, management may assess its internal control over financial reﬁorting as effective if
there are no identified material weaknesses at the reporting date. A’ material weakness is' a control deficiency, or
combination of control deficiencies, that results in more than a remote likelihood that a material misstatement of
the annual or interim financial statements will not be prevented or detected. In connection with management’s
assessment of our internal control over financial reporting descnbed above, management has identified the
material weakness in our internal control over financial reporting as of December 31, 2005 described below.

We did not maintain effective controls over the accounting for our state taxes. Spec1ﬁcally, we did not
maintain effective controls over the accuracy and completeness of the filing of state tax returns, the accrual for
state taxes and the related state tax expense. We determined that we had not appropriately assessed nexus in
certain states in which we operated, That inappropriate assessment resulted in the understatement of the accrual
for state taxes as well as state tax expense. These control deficiencies resulted in the restatement of our
consolidated financial statements for 2004, 2003 and 2002. | ‘ “

b

| ' )

As a result of the material weakness described above, our management concluded that as of
December 31, 2005, we did not maintain effective internal control over financial reportmg based on the criteria
established by COSO.

Management’s assessment of the effectiveness of our internal control over financial reporting as of
December 31, 2005, has been audited by Virchow, Krause & Company, LLP, our independent registered public
accounting flrm as stated in their report, which is included herein. \ }
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Management’s Plans to Correct Material Weakness

In response to the identified material weakness, our management, with oversight from our audit
committee, has dedicated significant resources, including the engagement of external consultants to support
management’s efforts to remedy the identified material weakness.

Management has, among other things:

Begun a search for a new tax department head.

‘Initiated the development of an expanded tax department.

‘Engaged an independent registered public accounting firm (‘*‘accounting firm’”) to assist in
‘performing a nexus study in order to identify the appropriate states in which we owe taxes. This
-study was completed in early January 2006.

Engaged the above noted accounting firm to assist in the preparation of the apprtf)priate state tax
“returns for the applicable years. Such engagement is currently ongoing.

. Engaged the above noted accounting firm to assist in developing appropriate procedures to ensure

that controls surrounding state taxes are adequate on an ongoing basis. Such procedures have been

" identified and are expected to be implemented in 2006.

We believe that the foregoing actions will improve our internal control over financial reporting, as well
as our disclosure controls and procedures. While management believes that the material weakness described
above can be remediated in 2006, there can be no assurance that such weakness will be remediated or that other
material weaknesses will not be identified.

Changes in Internal Control Over Financial Reporting

Prior Year Material Weaknesses. As of December 31, 2004, we did not maintain effective controls over
financial reporting because of the following material weaknesses:

Deficiencies related to our accounting for derivative activities. Our recording of the disposal of
certain derivatives designated as cash flow hedges failed to result in recording the transactions
appropriately. Management did not appropriately assess the accounting treatment and therefore
recorded the transaction in error. As such, we overstated our fourth quarter and annual earnings
by approximately $0.04 per share in our January 24, 2005 press release. A subsequent press
release dated March 11, 2005 was issued by us to correct the previous announcement.

Deficiencies related to recording of accrued interest receivable. Our internal controls surrounding
the calculation and review of accrued interest on mortgage loans were determined to be
inadequate. As a result, accrued mortgage interest receivable recorded on our financial statements
did not agree with the appropriately calculated balance. Based on our internal control testing and
an internal investigation, we determined that this issue dated back a number of years and resulted
in a restatement of our financial statements.

Deficiencies related to the documentation of the evaluation of the appropriateness of accounting
estimates. During the quarterly and year-end close process for 2004, we determined that controls
around the documentation and review supporting change in estimate relatmg to certain significant
transactions were inadequate.

Deficiencies surrounding the recording of non-routine journal entries. We determined that the
documentation of controls surrounding the recording of non-routine journal enmes was
inadequate.

Deficiencies related to validation and evaluation of data. We determined that controls over the
validation and evaluation of data used to support certain transactions and estimates, such as the
valuation of interest rate lock commitments, was inadequate.

Deficiencies related to company-level controls. We believed that the above noted deficiencies may
have resulted from weaknesses such as (i) certain personnel lacking sufficient expertise in

U.S. GAAP, (ii) inadequately trained employees, such as personnel who performed certain
accounting functions that relied heavily on supervisors to identify problems and errors, (iii) lack
of communication between certain departments, (iv) internal audit’s failure to address certain
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issues identified in the internal controls testing and (v) security around user access rights to

certain application systems. 1
o . i

Additional Controls and Enhanced Procedures: During\{j‘ 2005, we implemented a number of remediation
measures to address the material weaknesses described above. These measures included the following:

Deficiencies related to our accounting for derivative activities. We ha{le implemented an ongoing
continuing education program for accounting personnel which include. derivatives. Certain
accounting personnel with direct involvement in the accounting for and recording of derivative
activity have attended specific continuing education on derivatives and hedging. During the year,
the accounting department has improved its interaction with the secondary marketing department,
which is responsible for certain derivative actwltles Additionally, during the year we appointed a
Chief Accounting Officer to, among other th1ngs? review the accounting treatment of complex and

non-routine accounting transactions. !
I

Deficiencies related to recording of accrued interkest receivable. We refined our processes related
to the calculation and recording of accrued interest on mortgage loans: This refinement included
the development and utilization of system generated reports which were enhanced throughout the
year to identify and properly handle the accrual of interest on past due accounts.

Deficiencies related to the documentation of the evaluation of the appropriateness of accounting
estimates. We have enhanced our documentation of significant accounting estimates. Specifically,
we have improved our processes and our documentation of several of our critical accounting
policies. Further, any significant changes to significant accounting estimates are reviewed and
approved by our Chief Accounting Officer or our “Ch1ef Financial Officer. Specifically, our
enhancements in the area of significant accounting estimates were 1mplemented to, among other
things, help with the communication between departments in order to ensure that estimates are
reasonable and determined in accordance with U. S GAAP and within the expectations of the
affected operating departments. , :

Deficiencies surrounding the recording of non- routme Jjournal entries. We have enhanced our
documentation of our non-routine journal entries. We implemented procedures that outlined what
are considered to be non-routine entries. Such entries generally require that either our Chief
Accounting Officer or our Chief Financial Officer' review and approve all non-routine journal
entries. Further, we engaged an independent registered public accounting firm to assist us with
respect to non-routine transactions and entries. l

I [
Deficiencies related to validation and evaluation of data. We implemented controls over the
validation and evaluation of data used to support certam transactions and estimates including the
valuation of interest rate lock commitments. ‘\
Deficiencies related to company-level controls. We began implementation of an accounting system
wide automation process to reduce manual processes. We have added a number of experienced
personnel in the accounting department and have appointed a Chief Accounting Officer. We
established a financial internal audit department as|a separate unit from ‘the operational,
regulatory and compliance internal audit functions. We hired additional financial internal auditors.
We established a separate project management offlce for Sarbanes-Oxley compliance, reporting
directly to the Chief Financial Officer. This office is charged with assisting us in making
compliance with Sarbanes-Oxley a process throughout the Company. We established a Sarbanes-
Oxley Steering Committee which is chaired by the !Chief Financial Offlcer and includes the
membership of the Chief Legal Counsel, Chief Technology Officer, Chief Accounting Officer and
the Chief Executive Officer. We engaged an independent registered accounting firm to review our
Sarbanes-Oxley processes and assist us in comphance We added significant experience and
expertise to our audit committee. We established a formal disclosure committee made up of key
personnel. This committee is respon51ble for rev1ew of all periodic SEC filings. We developed a
comprehensive program to review, evaluate and improve security covering user access rights to
certain critical applications. Additionally, we began idevelopment and implementation of a
comprehensive ongoing continuing education program for accounting and certain other personnel.
We engaged an independent registered public accounting firm to present continuing education on
a variety of relevant subjects to our entire accounting staff. We also suppllement this in-house
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training with industry specific training for personnel that are involved in some of pur more
complex accounting transactions.
Management believes that implementation of these actions have remediated the material Weaknesses
described above. *

Other than as described above, there have not been any changes in our internal control over financial
reporting during the fourth quarter of 2005 that have materially affected, or are reasonably hkely to materially

affect, our internal control over financial reporting.
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Report of Independent Registered Public Accounting Firm e : |
Board of Directors and Shareholders ‘
Flagstar Bancorp, Inc. \

We have audited management’s assessment, included in the aceompanymg Management s Report on
Internal Control over Financial Reporting, that Flagstar Bancorp, Inc. (the “*“Company’’) did not maintain
effective internal control over financial reporting as of December 31, 2005, because of the effect of the material
weakness over the accounting for state taxes, based on criteria established in Internal Control — Integrated
Framework issued by the Committee of Sponsoring Organizationis of the Treadw‘ay Commission (“‘the COSO
criteria’’). Flagstar Bancorp, Inc.’s management is responsible for maintaining effectwe internal control over
financial reporting and for its assessment of the effectiveness of \mternal control ‘over financial reporting. Our
responsibility is to express an opinion on management’s assessment and an opinion on the effectiveness of the
Company’s internal control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether effective internal control over financial reporting was maintained in all material respects. Qur
audit included obtaining an understanding of internal control over financial reporting, evaluating management’s
assessment, testing and evaluating the design and operating effectiveness of internal control, and performing such
other procedures as we considered necessary in the circumstances. We believe that our audlt provides a
reasonable basis for our opinion. i

A company’s internal control over financial reporting is a, process designed to provide reasonable
assurance regarding the reliability of financial reporting and the preparation of financial statements for external
purposes in accordance with generally accepted accounting principles. Because management’s assessment and our
audit were conducted to also meet the reporting requirements of Section 112 of the Federal Deposit Insurance
Corporation Improvement Act (FDICIA), management’s assessment and our audit of Flagstar Bancorp, Inc.’s
internal control over financial reporting included controls over the preparation of financial statements in accordance
with the Office of Thrift Supervision Instructions for Thrift Financial Reports. A company’s internal contro! over
financial reporting includes those policies and procedures that (1) pertain to the maintenance of records that, in
reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the company;

(2) provide reasonable assurance that transactions are recorded as necessary to permit preparation of financial
statements in accordance with generally accepted accounting principles, and that receipts and expenditures of the
company are being made only in accordance with authorizations of ‘management and dlrectors of the company; and
(3) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or
disposition of the company’s assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over f1nanc1al reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions,‘\\‘ or that the degr}ee oﬁ compliance with the

policies or procedures may deteriorate. ; |

A material weakness is a control deficiency, or combination of control deflclenmes, that results in more than
a remote likelihood that a material misstatement of the annual or interim financial statements will not be prevented or
detected. The following material weakness has been identified and included in management’s assessment: in its
assessment as of December 31, 2005, management determined that it did not have adequate controls with respect to
accounting for state taxes. The insufficient controls resulted in a restatement of the Company’s consolidated financial
statements as described in Note 3 to these financial statements to controls over accounting for state taxes. This
material weakness was considered in determining the nature, timing, and extent of audit tests applied in our audit of
the 2005 consolidated financial statements, and this report does not affect our report dated March 8, 2006 on those
consolidated financial statements. We do not express an opinion or any other form of assurance on management’s
statements referred to in **Management’s Plan to Correct Material Weakness.”

In our opinion, management’s assessment that Flagstar Bancorp, Inc. did not maintain effective internal
control over financial reporting as of December 31, 2005, is fairly stated, in all material respects based on the
COSO criteria. Also, in our opinion, because of the effect of the matenal weakness described above on the
achievement of the objectives of the control criteria, Flagstar Bancorp, Inc. has not mamtamed effective internal
control over financial reporting as of December 31, 2005, based on the COSO criteria.

| ;
/s/ Virchow, Krause & Company, LLP ‘

Bingham Farms, Michigan ‘
March 8, 2006 i i
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ITEM 9B. OTHER INFORMATION

None.

PART III

ITEM 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT

The information required by this Item 10 is hereby incorporated by reference to the Cempany s Proxy
Statement for /the Company’s 2006 Annual Meeting of Stockholders (the ‘‘Proxy Statement”) to be filed
pursuant to Regulation 14A within 120 days after the end of our 2005 fiscal year.

We have adopted a Code of Business Conduct and Ethics that applies to our employees, officers and
directors, including our principal executive officer, principal financial officer, and principal accounting officer.
Our Code of Business Conduct and Ethics can be found on our web site, which is located at www.flagstar.com.
We intend to imake all required disclosures concerning any amendments to, or waivers from, our Code of
Business Conduct and Ethics on our website.

We have also adopted Corporate Governance Guidelines and charters for the Audit Committee,
Compensatlon Committee, and Nominating Corporate Governance Committee and copies are available at
http://www.flagstar.com or upon written request for stockholders to Flagstar Bancorp, Inc., Attn Paul Borja,
CFQ, 5151 Corporate Drive, Troy, MI 48098. None of the information currently posted, or posted in the future,
on our website is incorporated by reference into this Form 10-K. ;

In 2005, the Company’s Chief Executive Officer provided to the NYSE the Annual CEO Certification
regarding thé Company’s compliance with the NYSE’s corporate governance listing standards ‘as required by
Section 303A-12(a) of the NYSE Listed Company Manual. In addition, the Company has flled as exhibits to
this annual report on Form 10-K for the year ended December 31, 2005, the applicable certifications of its Chief
Executive Officer and its Chief Financial Officer required under Section 302 of the Sarbanes-Oxley Act of 2002
regarding the quality of the Company’s public disclosures. i

ITEM 11. EXECUTIVE COMPENSATION

The information required by this Item 11 is hereby incorporated by reference to the Company’s Proxy
Statement, to be filed pursuant to Regulation 14A within 120 days after the end of our 2005 ;’fiscal year.

ITEM 12. wSECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT
AND RELATED STOCKHOLDER MATTERS

The information required by this Item 12 is hereby incorporated by reference to the Company’s Proxy
Statement, to be filed pursuant to Regulation 14A within 120 days after the end of our 2005 fiscal year.
Reference is also made to the information appearing in ‘‘Market for the Registrant’s Comman Equity, Related
Stockholder Matters and Issuer Purchases of Equity Securities,”” under Item 5 of this Form 10-K, which is
incorporated herein by, reference.

ITEM 13.: CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

The information required by this Item 13 is hereby incorporated by reference to thej Company’s Proxy
Statement, to be filed pursuant to Regulation 14A within 120 days after the end of our 2005 fiscal year.

ITEM 14. PRINCIPAL ACCOUNTING FEES AND SERVICES

The information required by this Item 14 is hereby incorporated by reference to the Company’s Proxy
Statement; to be filed pursuant to Regulation 14A within 120 days after the end of our 2005 fiscal year.
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PART IV .
\i |
ITEM 15. EXHIBITS, FINANCIAL STATEMENT SCHEDULES

(a)(1) and (2) — Financial Statements and Schedules

The information required by these sections of Item 15 are set forth in the Index to Consolidated
Financial Statements at page 50 of this annual report on Form 10-K.

|
{3) — Exhibits |

L

t
The followmg documents are filed as a part of, or 1ncorporated by reference 1nto this report:

Exhibit No. Descrlptlon t

3.1% Second Restated Articles of Incorporation of the Company (previously filed as Exhibit 3.1 to
the Company’s Quarterly Report on Form 10 Q dated August 9, 2005, and incorporated
herein by reference)

3

3.2* Amended and Restated Bylaws of the Company (previously frled as Exhibit 3.1 to the
Company’s Current Report on Form 8-K, dated October 24, 2005, and incorporated herein by
reference)

10.1(a)*+ Form of Employment Agreements separately entered into between the Company and each of

Messrs. Thomas Hammond, Mark Hammond,! 'Mr. Rondeau and Mrs. Hammond and
Mrs. Anderson (previously filed as Exhibit 10, '1(a) to the Cornpany‘s Form S-1 Registration
Statement (No. 333-21621) and incorporated herein by reference).

10.1(b)* + Form of Employment Agreements separately entered into between Flagstar Bank, FSB and
each of Messrs. Thomas Hammond, Mark Hammond, Mr. Rondeau and Mrs. Hammond and
Mrs. Anderson (previously filed as Exhibit lO:l(b) to the Company’s Form S-1 Registration
Statement (No. 333-21621) and incorporated herein by reference).

10.2°%+ Flagstar Bancorp, Inc. 1997 Deferred Compenéation Plan (previously filed as Exhibit 10.5 to
the Company’s Form S-1 Registration Statement (No. 333-21621) and incorporated herein by
reference). |

10.3*+ Flagstar Bancorp, Inc. 1997 Employees and Dlrectors Stock Optlon Plan as amended

(previously filed as Exhibit 4.1 to the Company s Form S-8 Regtstratton Statement (No.
333-125513), dated June 3, 2005, and incorporated herein by refererce).

10.4*+ Flagstar Bank 401(k) Plan (previously filed as Exhibit 4.1 to the Company’s Form S-8
Registration Statement (No. 333-77501), dated April 30, 1999, and mcorporated herein by
reference). \

10.5%+ Flagstar Bancorp, Inc. 2000 Stock Incentive Plan as amended (prev1ously filed as Exhibit 4.1

to the Company’s Form S-8 Registration Statement {No. 333- 125512) dated June 3, 2005,
and incorporated herein by reference).

10.6*+ Flagstar Bancorp, Inc. 1997 Employee Stock ACqulSlthIl Plan (preVLOusly filed as
Exhibit 10.3 to the Company’s Form S-1 Registration Statement (No 333-21621) and
incorporated herein by reference). |

10.7*+ Flagstar Bancorp, Inc. Incentive Compensation Plan (prevxously ftled as Exhibit 10.4 to the

Company’s Form S-1 Registration Statement (No 333-21621) and mcorporated herein by
reference).
10.8%+ Employment Agreement between the Company, Flagstar Bank, FSB, and Paul D. Borja

effective as of May 25, 2005 (previously filed as Exhibit 10.1 to the Company s Current
Report on Form 8-K, dated May 10, 2005, and 1ncorporated herein by reference)

10.9%+ Consulting Agreement between Flagstar Bank, FSB and Michael W. Came effective as of
June 21, 2005 (previously filed as Exhibit 10.1 t0 the Company’s Current Report on
Form 8-K, dated June 22, 2005, and 1ncorporated herein by reference)

10.10*+ Employment Agreement between Flagstar Bank, FSB and Joel D. Murray effective as of
July 6, 2004 (previously filed as Exhibit 10.1 to the Company’s Current Report on
Form 8-K, dated August 2, 2005, and incorporated herein by referenceé)

11 Statement regarding computation of per share earnings incorporated by reference to Note 29
of the Notes to Consolidated Financial Statements of this report ‘
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Exhibit No.

14
21
23
23.1
311
31.2
32.1

322

* Incorporated herein by reference

Description
Flagstar Bancorp, Inc. Code of Business Conduct and Ethics
List of Subsidiaries of the Company.
Consent of Virchow, Krause and & Company, LLP ‘
Consent of Grant Thornton LLP
Section 302 Certification of Chief Executive Officer
Section 302 Certification of Chief Financial Officer

Section 906 Certification, as furnished by the Chief Executive Officer pursuént to SEC
Release No. 34-47551

Section 906 Certification, as furnished by the Chief Financial Officer pursuant to SEC
Release No. 34-47551

J

+ Constitutes a management contract or compensation plan or arrangement

Flagstar Bancorp, Inc., will furnish to any stockholder a copy of any of the exhibits 11sted above upon

written request and upon payment of a specified reasonable fee, which fee shall be equal to the Company’s

reasonable expenses in furnishing the exhibit to the stockholder. Requests for exhibits and information regarding
the applicable fee should be directed to ‘‘Paul Borja, CFO”’ at the address of the principal executwe offices set

forth on the cover of this Annual Report on Form 10-K.

(b) — Exhibits. See Item 15(a)(3) above.
(c) — Financial Statement Schedules. See Item 15(a)(2) above.

[Remainder of page intentionally left blank.]
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SIGNATURE$

Pursuant to the requirements of Section 13 or 15(d) of ‘{the Securities EXchar{ge Act of 1934, the

registrant has duly caused this report to be signed on its behalf by the under31gned thereunto duly authorized,
on March 16, 2006. ‘ ! |

| ! !
| “
FLAGSTAR BANCORP, INC.

L §

L
I

By: /s/ MARK T. HAMMOND

Mark T. Hammond |
President and Chief Executive Officer

v

!
Pursuant to the requirements of the Securities Exchange Act of 1934, this repbrt has been signed below
by the following persons on behalf of the registrant and in the capacmes indicated on March 16, 2006.

SIGNATURE ‘ TITLE
s/ THOMAS J. HAMMOND Chairman fof the Board :
By: Thomas J. Hammond ‘w ,
/s/ MARK T. HBAMMOND Vice Chairman of the Board, Pfésident, and Chief
By: Mark T. Hammond Executive foicer (Principal Exécutive Officer)
/s/ PAUL D. BORJA Executive Vice-President, Chief iJFinancial Officer, and
By: Paul D. Borja Treasurer @rincipal Financial and Accounting Officer)
; i
/s/ KIRSTIN A. HAMMOND Executive Director and Director
By: Kirstin A. Hammond u
/s/ ROBERT O. RONDEAU, JR. Executive ﬁirector and Director “,‘
By: Robert O. Rondeau, Jr. ‘ :
/s/ CHARLES BAZZY Director |
By: Charles Bazzy ]
‘ !
/s/ JAMES D. COLEMAN Director ' )
By: James D. Coleman \ \
/s{ RICHARD S. ELSEA Director “
By: Richard S. Elsea
/s/ MICHAEL LUCCI SR Director “‘
By: Michael Lucei Sr. L
/s/ ROBERT W. DEWITT Director | ]:
By: Robert W. DeWitt : :
\‘ ,
/s/ FRANK D’ANGELO Director
By: Frank D’Angelo
/s/ B. BRIAN TAUBER Director | |
By: B. Brian Tauber |
/s/ JAY J. HANSEN Director
By: Jay J. Hansen i
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Exhibit No.
3.1

3.2%

10.1(a)*+
10.1(b)* +

10.2*+
10.3*+
10.4%+
10.5%+
10.6*+ j
10.7%+ !'
10.8%+ -
109%+
10.10*%

11

14
2]
23
231
311
31.2

EXHIBIT INDEX

Description
Second Restated Articles of Incorporation of the Company (previously filed as Exhibit 3.1 to
the Company’s Quarterly Report on Form 10-Q, dated August 9, 2005, and incorporated
herein by reference)
Amended and Restated Bylaws of the Company (previously filed as Exhibit 3.1 to the
Company’s Current Report on Form 8-K, dated October 24, 2003, and incorporated herein by
reference)
Form of Employment Agreements separately entered into between the Company and each of
Messrs. Thomas Hammond, Mark Hammond, Mr. Rondeau and Mrs. Hammond and
Mrs. Anderson (previously filed as Exhibit 10.1(a) to the Company’s Form S-1 Registration
Statement (No. 333-21621) and incorporated herein by reference).
Form of Employment Agreements separately entered into between Flagstar Bank, FSB and
each of Messrs. Thomas Hammond, Mark Hammond, Mr. Rondeau and Mrs. Hammond and
Mrs. Anderson (previously filed as Exhibit 10.1(b) to the Company’s Form S-1 Registration
Statement (No. 333-21621) and incorporated herein by reference).
Flagstar Bancorp, Inc. 1997 Deferred Compensation Plan {previously filed as Exhibit 10.5 to
the Company’s Form S-1 Registration Statement (No. 333-21621) and incorporated herein by
reference). |
Flagstar Bancorp, Inc. 1997 Employees and Directors Stock Option Plan as:amended
(previously filed as Exhibit 4.1 to the Company’s Form S-8 Registration Statement (No.
333-125513), dated June 3, 2005, and incorporated herein by reference).
Flagstar Bank 401(k) Plan (previously filed as Exhibit 4.1 to the Company’s Form S-8
Registration Statement (No. 333-77501), dated April 30, 1999, and incorporated herein by
reference).
Flagstar Bancorp, Inc. 2000 Stock Incentive Plan as amended (previously filed as Exhibit 4.1
to the Company’s Form S-8 Registration Statement (No. 333-125512), dated June 3, 2005,
and incorporated herein by reference).
Flagstar Bancorp, Inc. 1997 Employee Stock Acquisition Plan (previously filed as
Exhibit 10.3 to the Company’s Form S-1 Registration Statement (No. 333-21621) and
incorporated herein by reference). J
Flagstar Bancorp, Inc. Incentive Compensation Plan (previously filed as Exhibit 10.4 to the
Company’s Form S-1 Registration Statement (No. 333-21621) and incorporated herein by
reference).
Employment Agreement between the Company, Flagstar Bank, FSB, and Paul D. Borja
effective as of May 25, 2005 (previously filed as Exhibit 10.1 to the Company’s Current
Report on Form 8-K, dated May 10, 2005, and incorporated herein by reference)
Consulting Agreement between Flagstar Bank, FSB and Michael W. Carrie effective as of
June 21, 2005 (previously filed as Exhibit 10.1 to the Company’s Current Report on
Form 8-K, dated June 22, 2005, and incorporated herein by reference)
Employment Agreement between Flagstar Bank, FSB and Joel D. Murray effective as of
July 6, 2004 (previously filed as Exhibit 10.1 to the Company’s Current Report on
Form 8-K, dated August 2, 2005, and incorporated herein by reference)
Statement regarding computation of per share earnings incorporated by reference to Note 29
of the Notes to Consolidated Financial Statements of this report

Flagstar Bancorp, Inc. Code of Business Conduct and Ethics

List of Subsidiaries of the Company.

Consent of Virchow, Krause and Company, LLP

Consent of Grant Thornton LLP
Section 302 Certification of Chief Executive Officer

Section 302 Certification of Chief Financial Officer
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Exhibit No. Descrlptlon

321 Section 906 Certification, as furnished by the Chief Executive Offxcer pursuant to SEC
Release No. 34-47551 \
322 Section 906 Certification, as furnished by the Chief Financial Oﬂ“lcer pursuant to SEC

Release No. 34-47551 |
* Incorporated herein by reference ‘
+ Constitutes a management contract or compensation plan or arrangement
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opportunistic in securitizing assets, looking for the best
execution between government-sponsored agencies and
private securitization markets.

During 2005, we welcomed two new independent
directors to the board of directors of both our company
and our bank — Jay Hansen and Brian Tauber. Mr.
Hansen was recently promoted from chief financial
officer and vice president to chief operating officer of
Noble International, Ltd., a Nasdag-listed company
headquartered in Warren, Michigan, that sells parts and
services to the automotive industry. Mr. Tauber is chief
executive officer and president of Carolina Precision
Plastics, LLC, an injection molder and assembler in
Asheboro, North Carolina. He also is president and

chief executive officer of C Enterprises, L.P., a custom
cable assembly manufacturer in Vista, California, and a
principal of BLT Ventures, LLC, which acquires majority
interests in mid-market manufacturing companies. Both
Mr. Hansen and Mr. Tauber serve on the audit committee
of the board of directors, which is chaired by Mr. Hansen.

Flagstar has been in business since 1987 and has
successfully managed through numerous economic
cycles. We have a $30-million plan in place to reduce
costs and improve revenue, and we are well on our way
to reaching our goal. We built our company on high-
quality loans, and we have no intention of compromising
quality for the sake of volume. Expansion of our banking
franchise is key to our future growth. A strategy of de
novo branching, coupled with organic growth, has served
us well in the past and is our template for the future.

In 2006, we expect home loan production to reach $24
to $28 billion, down slightly from the $28.2 billion we
achieved in 2005. We also look for deposit growth in the
range of 8 percent to 10 percent. Part of our expense
management plan includes opportunistic pricing of our
banking deposits and lower funding costs through

PP 22t

Mark T. Hammond
President, Chief Executive Officer

| ‘ i
repurchase agreements. As always, we will continue to
invest in information technologies that make it easier for

our customers to do business with us.

Duﬁing 2005, we were pleased to be recognized for
ourj‘performance in areas'ranging from our community
involvement to loan sewiéing. We appreciate the hard
work and dedication of our associates who made the
folléwing recognitions poésible:

L ;

P | We received an Outétanding rating — the highest

" possible — from our primary federal banking

regulator, the Office of Thrift Supervision, for our

3‘ Community Reinvestment Act (CRA) performance.

»  Mortgage Technology magazine cited us as one
+ of the Top 25 Tech-Savvy Lenders, describing our
. paperless back office as “legendary in the mortgage
" industry” for the second year in a row.

» ' Freddie Mac named us a Platinum level servicer,
a coveted performarﬁce ranking that recognizes
. companies for achieving the highest level of

3 servicing for multiplé quarters.

» Standard & Poors n?med us to its Select Servicer
list, which allows us’to operate as a servicer in the
' private securitization market.

» © For the fourth consecutive year, the Michigan
Business and Professional Association recognized
. us as one Metro Detroit’s 101 Best and Brightest
Companies to Work-For.

Going forward, we reaffirm our commitment to executing
a growth-oriented business plan that focuses on
prdﬂtability, superior customer service and
ever-increasing stockholder value. We thank our
stockholders for the confidence they have placed in us,
and our board members and associates for their time
and efforts on behalf of our company.

%\Mw\
Thomas J. Hammond
Chairman of the Board




O UG OO S N, e e e

~=~
FLAGST.\R
-l

BANK

Designed & Built by
g Willev Brothers

watTriNorth

THE YEAR AT A GLANCE

» Entry into greater Atlanta market with five new Initiatives for 2006
banking centers in 2005 and nine in the pipeline for
2006. » Reduce costs and increase fee income by a total of

P Opening of 17 new banking centers, bringing the total $30 million.
number of branches at year-end 2005 to 137. » Continue banking center expansion.

» 15 percent growth in assets versus year-end 2004. » Reduce cost of funding through repurchase

» $8 billion in deposits at year-end 2005, representing agreements rather than more traditional funding
an 8.1 percent growth over year-end 2004. sources.

» 91.3 percent growth in our consumer loan originations. » Securitize with non-agency counterparties.

» 50 percent grbmh in our commercial loan P Expand and diversify commerclal real estate loan
originations. portfolio.

» 39 percent growth in our servicing portfolio to » Continue to invest in information technology.
$29.6 billion.

P Successful execution of our first non-agency
securitization:

Certain amounts for 2002, 2003 and 2004 have been restated.
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Dollars in thousands, except per share data, at December 31

NET EARNINGS

EARNINGS PER SHARE — BASIC

EARNINGS PER SHARE — DILUTED

MORTGAGE LOAN ORIGINATIONS

MORTGAGE LOANS SERVICED FOR OTHERS

RETURN ON AVERAGE ASSETS

RETURN ON AVERAGE EQUITY

2005

$79.865

$1.29

$1.25

$28.244.561

$29.648.088

0.54%

10.66%

12004

$142,738
5234
$2.22

$34.248.988

$2 .354.724

1.17%

20.60%

?003
$251.986 "
4A2I
$3.95 "
$56.550.735
$30395.07
2.50% ‘

48.35%

2002

$126.842

$2.17

$2.05

$43.391.116

$21,586.797

1.76%

3761%

2001

$79.653

$1.44

$1.34

$33.245.157

$14.222.802

1.26%

34.97%




We boosted our banking business in 2005 through
initiatives to cross-sell more customers, offer more
products, provide more convenience and create

more loyalty. In all our markets, we saw the benefits

of our 7:30 a.m. to 7:30 p.m. drive-up hours and our
convenient sit-down banking. In Georgia, we went a step
further, introducing Sunday hours as a service to our
customers and as a way to differentiate ourselves in the
marketplace.

A centerpiece of our banking initiatives last year was our
Loyal Customer program, which we piloted in Georgia
and southern Indiana in 2005 and will roll out bank-wide
in 2006. The program offers bonus pricing on certificates
of deposit to customers who have checking accounts
with recurring, automatic transactions. it was designed to
build core accounts by tying our customers more closely
to us through multiple account relationships.

We also launched a direct mail promotion to new
customers, as well as a cross-sell of checking accounts
to our mortgage and CD customers. While we have
traditionally offered special promaotions in conjunction
with the grand openings of our bankirig centers, in 2005,
we refined our marketing technigues to target only those
customers most likely to respond, thus improving our
success rate.

Several years ago, we offered a Spanish-language
option on our ATMs and hired customer service agents
to meet the needs of our Spanish- and Arabic-speaking
customers. In 2005, we introduced Spanish-language
checking and savings brochures, as well as a Spanish
option on select automated phone systems in our
customer service area. We plan to offer additional
Spanish menu choices in 2006 to better serve this
growing market.

Another program we launched in 2005, Bank at Work,
also aims to increase checking accounts by offering
special benefits to.employees of companies who elect
to have their payrall checks directly deposited into a
Flagstar checking account. As we continue to build our
commercial lending and business banking, we anticipate
Bank at Work will share in that success.

During the year, we ramped up our marketing efforts
through a series of successful campaigns encouraging
our customers to éctivate their home equity lines of
credit. ‘

We also are adopting new technology to bring new
benefits to our customers. In 2005, we became one of
the first banks to introduce ATMs that accept deposits
without envelopes. Checks deposited in the ATM are
imaged and printed on the receipt, while cash is verified
with the customer before the deposit is finalized. We
have committed to this technology for:all future ATM
purchases.



A centerpiece of our banking initiatives last year was our Loyal Customer program, which
we piloted in Georgia and southern Indiana in 2005 and will roll out bank-wide in 2006.
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BRANCHING OUT

During 2005, we formed an alliance with Merastar
Insurance Company and Homesite insurance Group to
provide auto and homeowner’s insurance, respectively,
to our employees and customers. The Flagstar Insurance
Alliance was well received in 2005, and we lock for a
repeat performance in 20086.

Another alliance that has worked well for us is our
relationship with IFMG Securities. Two years ago, we
teamed with IFMG to create Investment & Insurance
Services at Flagstar Bank for our Michigan customers.
Today, IFMG financial consultants and Flagstar's own
licensed bankers work together to ensure our customers
have access to a full menu of financial services ranging
from mutual funds and life insurance to college savings
plans and annuities, In 2005, we rolled the program out
in Indianapolis, and in 2008, we will begin offering it in
our Atianta market.

Our marketing efforts throughout the year paid off in a
net increase in deposit accounts of more than 40,000, to
256,000. At year-end 2005, our total banking deposits
stood at $8 billion, including $1.4 billion from our Public
Funds Group, which traditionally has been highly
successful in attracting funds from public entities in
Michigan and indiana.

With up to 15 new banking centers planned for 2006,
we look forward to continued growth of our banking
operations.
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FLAGSTAR REGIONAL HEADQUARTERS IN DUNWOQCDY. GEORGIA.
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In 2005, we became one of the first banks to introduce ATMs

that accept deposits without envelopes.
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Banking Center Locations

MICHIGAN (104 total)

Alpena

Ann Arbor (5)
Baftle Creek
Big Rapids
Caledonia
Caro

Charlotte
Coldwater ( 2 )
Comstock Park

Greater Detroit Area (49)
Belleville

Beverly Hills

Bloomfield Hills

Brighton

Brownstown Township
Canton (2

Chesterfield Township ( 2}
Clinton Township (2 )

Fenton Clarkston
Grand Haven Dearborn .
Grand Ledge Detroit
Grand Rapids {6) Eastpointe b
Hillsdale Farmington Hills { 3)
Holland { 4 ) Grosse Pointe Woods " »
Howell Livonia %
Jackson (8) Macomb Township hd ) °
Kalamazoo { 3 ) Madison Heights ( 2) QG d e ©Oe b
Lansing (5 ) Milford . hd
Ludington Novi , } ™ 0 (s
Monroe Oxford .
Muskegon Pontiac ¢ % PY ®
New Hudson Rochester (2 ) i
Okemos Roseville
Saginaw Shelby Township ( 2)
South Haven Southgate Coming Soon
St. Joseph Sterling Heights ( 4)
Sturgis i Taylor (2)) Grosse Pointe (Opened Feb. 2006)
Three Rivers Troy (4) Harrison Twp. (Opened Feb. 2006)
Warren (2)

Birmingham (Opened March 2006)
West Bloomfield

Howell

Dearborn Hagts.

Waterford (2)
West Bloomfield
Westland

Banking Center Locations

INDIANA (28 total)

Angola

Avon

Carmel
Fishers (3)
Fort Wayne (2)
Greenfield
Indianapolis (13)
Kokomo
Muncie
Plainfield
Richmond

Warsaw ,\
i
P
{

Zionsville

4
i
i
)




Banking Center Locations

GEORGIA (5 tora))

Duiuth G ‘
Dunwoody (2) 0 , ,
Lawrenceville T e

Powder Springs i

Coming Soon e

Acworth P :
Alpharetta oo ]
Atlanta f
Lilburn ;
Marietta - Dallas Hwy. (Opened Feb. 2006) :

; Marietta - Marietta Square

Keenesaw L

Symrna N

Snellville

® Banking Center Locations ' :
® Coming Soon \ :
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15 LENDING TO OUR COMMUNITIES

Consumer Lending

In 2005, we originated $1.2 billion in consumer loans,
primarily home equity loans, which represented an
increase of 91.3 percent over loans originated in
2004. Throughout 2005, we saw excellent results
from our program of offering home equity lines of
credit through our national network of brokers and
correspondents, and we expect growth in consumer
lending in 2006 will come primarily from this channel.

Commercial Real Estate Lending

The primary focus of our commercial lending is to
help businesses buiid, buy or refinance property in
our banking markets. in 2005, we expanded staff in
Michigan to meet the commercial real estate needs
generated by our growing banking network. In
addition, we opened and staffed a commercial foan
center in Atlanta to complement our banking activities
in Georgia and provide further gecgraphic distribution
of our commercial real estate portfolio. We expect to
continue to geographically diversify our portfolio even
more in 20086 by offering commercial real estate loans
to existing customers beyond our traditional banking
markets.

We originated $556 million in commercial real estate
loans in 2005, bringing our portfolio to $995.4 mitlion,
an increase of 50 percent from December 31, 2004.
We had $8.4 million'in non-real estate commercial
loans at December 31, 2005.







LENDING ACROSS THE COUNTRY

Wholesale Lending

We are a leading mortgage wholesaler, with more than
6,000 mortgage brokers nationwide actively doing
business with us in 2005 and using our funds to close
loans. In addition, we purchased loans from almost 1,000
correspondent mortgage lenders, including banks and
credit unions, who close loans with their own funds. We
rank nationally as the 13th largest wholesale lender and
the 15th largest correspondent lender in the country.

In 2005, we closed $28.2 billion in residential mortgage
loans, with $16.1 billion generated through our wholesale
network of mortgage brokers, $8.1 billion attributable to
our correspondent partners and the remainder through
our home loan centers.

Throughout the year, we continued our push to refine
processes and auiomate workflows to make it easier for
our broker and correspondent customers to do business
with us. A key product innovation in 2005 was our
Digital Document Transfer system, which speeds up and
simplifies the transfer of documents from the imaging
systems of closing agents, as well as our larger brokers
and correspondents, to our imaging system.

Warehouse Lending

In order to close residential mortgage loans, lending
companies at times borrow the required funds from a
warehouse lender, such as Flagstar Bank. Our ability to
provide this specialized financing has strengthened our
refationships with-our correspondent lending customers.
At December 31, 2005, we had extended credit lines of
$1.3 billion to 494 customers, with $146.7 million in credit
drawn and outstanding.

Home Lending and Direct Lending

We also originate residential mortgages in our own name
through our network of more than 100 home joan centers
in 24 states. This business is primarily relationship-based,
drawing on the strength of referrals from real estate
agents and builders. In 2005, our home lending network

17

produced $4 billion in home loans. We pride ourselves on
hiring experienced loan officers and providing them with
quick-response origination technology. Together with

our wide array of loan products, “anywhere, anytime”
convenience and competitive rates, we make it easy

and attractive for consumers to choose Flagstar for their
home lending needs. Ultimately, we anticipate operating
home loan centers in all major U.S. metropolitan markets.

We also provide home loans and homie equity products
directly to consumers thraugh our Web site at
www.flagstar.com, as well as via a toll-free number,
(877) 374-3562, to our Direct Lending department. in
2005, we originated $292 million in loans, roughly double
our 2004 production of $152 million. To broaden our
customer base, at the end of 2005 w{a faunched Flagstar
Direct, a new business-to-business venture. Flagstar
Direct leverages our telephone and online technology

to bring our home loan products to businesses and
alumni associations across the count}y at no cost to
them. Selling this program will be a key objective of our
Direct Lending department in 2006. We also gained new
efficiencies in Direct Lending in 2005 by moving our loan
processing to a totally paperiess environment.

Construction Lending

Our prominence in mortgage lending has helped us
leverage our relationships with bui|dérs to expand our
construction lending. Today we have the capability to do
construction loans in all 48 contiguous states and offer a
variety of programs, including the option of one- or
two-time closings.




Home Loan Centers — Michigan

Battle Creek
Brighton
Cadillac

Flint

Fort Gratiot
Frankenmuth
Grand Haven
Grand Rapids
Houghton Lake
Kentwood
Jackson
Lansing (3)
Lapeer
Midland
Millingeon
Mount Pleasant
Ckemos
Oscoda
Saginaw

Home Lending and Wholesale Locations

Home Loan Centers

Creola, Ala.
Scottsdale, Ariz.
Tucson,Ariz. ( 2)
Greenbrae, Calif.
Hercules, Calif.
Kentfield, Calif.
Denver, Colo.

Grand Junction, Colo.

Danbury, Conn.
Boynton Beach, Fla.
Delray Beach, Fla.
Ft. Lauderdale, Fla.
Ft. Myers, Fla.
Hudson, Fla.

Greater Detroit Area

(29)
Allen Park
Birmingham

Bloomfield Hills ( 2)

Canton
Clinton Township

Commerce Township

Clarkston { 3 )
Farmington Hills
Ferndale
Harper Woods
Madison Heights
New Baltimore
Northville (2)
Oak Park
Romeo

Shelby Township (2)

Southfield
St. Clair Shores
Sterling Heights
Troy (4)
Westland

Naples, Fla.
Plantation, Fla.
Pompano Beach, Fla.
Port Charlotte, Fia.
Satellite Beach, Fla.
Alpharetta, Ga.
Dunwoody, Ga.
Sandy Springs, Ga.
Winder, Ga.

Fort Wayne, Ind.
Indianapolis, Ind.
Lexington, Ky.

Lake Charles, La.
Shidell, La.

Gloucester, Mass.

Fort Washington, Md.

MICHIGAN (50)"
( SEE MAP above )
Jackson, Miss, ,
Olive Branch, Miss. .
Vicksburg, Miss.

L.as Vegas, Nev.
Mesquite, Nev.
Pahrump, Nev.
Sparta, N.J. i
White Plains, N.Y. |
Charlotte, N.C. ‘
Raleigh, N.C.

Columbus, Ohio (2)
Portland, Ore.
Philadelphia, Pa. -
Wormleysburg, Pa.
Columbia, $.C.
Cottonwood Hgts., Utah
Green Bay, Wis.
Vienna,W.Va.

U.S. Virgin Islands,

Wholesale Offices

Phoenix, Ariz.
Costa Mesa, Calif.
Walnut Creek, Calif.
Denver, Colo.

Boca Raton, Fla.
Atlanta, Ga.
Chicago, ll.
Wakefield, Mass.
Troy, Mich.

Lake Oswego, Ore.
Dallas, Texas
Bellevue, Wash.

® Home Loan Centers
@ Wholesale Offices

U.S. Virgin Islands @
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The Richman Family

In 2005, we received the highest recognition for our
support of our communities — an Qutstanding rating

for our Community Reinvestment Act (CRA) activities.
The rating was awarded by our primary regulator, the
Office of Thrift Supervision, which, in its report, cited our
“exceptionally strong lending performance.” The report
also described Flagstar as being “very effective in the use
of innovative and flexible lending products that attract
qualified borrowers of all income levels ...”

We also were prould to receive the Presidential
Meritorious Award from the Northern Qakland County
{Michigan) branch of the NAACP in recognition of our
service to the community and dedication to “freedom,
justice and eqguality.”

Throughout 2005, 'we demonstrated our commitment

to our communities in numerous ways, including
sponsorships, volunteerism and the generosity of our
employees. As in the past, we continued our lead
sponsorships of major events such as the Detroit Free
Press/Flagstar Bank Marathon; Arts, Beats and Eats; and
Arts du Jour, all in metro Detroit. In Indianapolis, we were
a major sponsor of the summer concert series, while in

Qakiand County, Michigan, we were a‘key contributor
to Count Your Steps, a program aimed at stemming
childhood obesity. in Georgia, we intraduced ourselves
to our new communities through contributions to
organizations that provide housing and human services.

Our focus on developing grassroots support in our
banking markets led to our sponsorship of numerous
events at the local level, including the iHoliday Parade

in Hudsonville, Michigan; the Summer Heat Festival in
Muncie, Indiana; the Performing Arts Center in Charlotte,
Michigan; and the Fort Wayne, Indiana, Wizards, a minor
league baseball team. In 2006, we wili place even more
emphasis on grassroots events, expanding the number
from 39 in 2005 to up to 60.

We have long been a leader in fire safety through Safety
First, our signature program that today focuses on
education. In fact, in 2005 the Detroit Fire Department
honored us for helping to pass a series of bills calied
the Flagstar Fire Safety Package, which requires all
residences in Michigan to have smoke alarms, as well
as for our work in educating school children about fire
safety.



In 2005, our employees participated in a number of
activities to support the housing and financial education
components of our CRA goals. These included:

» In Detroit and Pontiac, our employees participated
in the Jimmy Carter Work Project for Habitat for
Humanity, which builds homes for low-income
families.

* In Grand Rapids, more than 100 Flagstar employees,
families and friends volunteered for Raise The Roof
Day, an annual event where volunteers repair the
homes of seniors and low-income families. We also
were a financial sponsor of the event.

» In Oakland and Macomb counties in metro Detroit,
our employees discussed financial services and
participated in a program to heip low-income
residents prepare their tax returns.

» As part of Money Smart week, our banking center
managers participated in a financial information
workshop in Troy, Michigan, with more than 150
senior citizens. We also were a financial sponsor of
the event.

»  We partnered with the Pontiac school district to
sponsor and participate in an event to promote
literacy for students and provide banking and
financial information to their parents.

» A number of our employees volunteered for Junior
Achievement, as well as for our in-school banking
programs.

»  Bank officers participated in homebuyer education
events and housing and economic development
conferences. :

;z ;
Also in support of our communities, we made grants to
several community organizations in Indiana, as well as to
the Gateway Initiative of the Mission of Peace Community
Development Corporation in Flint, Michigan, and
Neighborhood Renewal Services in Saginaw, Michigan.

Our employees are personally involved in their
comrﬁunities by serving on the boards or working on
the committees of various community organizations.
Additionally, they contribute financially to many causes
through fund-raisers such as the Jean Days held in
our bfanking centers. In 2005, organizations benefiting
from the generosity of our employees included Share A
Smilé, Big Brothers Big Sisters, Girls on the Run, Haven
Housé, the Jackson Interfaith Shelter, the Salvation
Army.hurricane relief effortsf, the Susan G. Komen Breast
Cancjer Foundation, the Ronald McDonald House,
Tomd?row’s Child/Michigan: SIDS, the United Way and
many others. -

|
Finalfy, throughout the year we continued to bring
afforcéab!e housing to underserved markets through the
community lending alliance that we formed with Fannie
Mae in 2004.
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DIRECTORS AND MANAGEMENT TEAM

Directors
Flagstar Bancorp, Inc.

Thomas J. Hammond
Mark T. Hammond

Kirstin A, Hammond

Robert O. Rondeau, jr.

Charles Bazzy
James D. Coleman
Frank D’Angelo
Robert W. DeWitt
Richard S. Elsea
Jay Hansen
Michael Lucci, Sr.
Brian Tauber

Chairman of the Board

Vice Chairman of the Board, Chief
Executive Officer, President

Director, Executive Director
Director, Executive Director

Director (outside)
Director (outside)
Director (outside)
Director (outside)
Director (outside)
Director (outside)
Director (outside)
Director (outside)

Management Team
Flagstar Bank, fsb

Thomas }. Hammond
Mark T. Hammond
Kirstin A, Hammond

Robert O. Rondeau jr.
Joan H. Anderson

Paul D. Borja

M. David Bowers

W. Steven Brooks
Alessandro P. DiNello
Charles C. Kirkpatrick
Rebecca A. Lucci
William M. Robinson Il
Matthew I. Roslin
Mary Kay Ruedisueli

Karen F Shreve

Chairman of the Board
Chief Executive Officer, President

Executive Director
Chief Investment Officer

Executive Director
Banking and Commercial Lending

Executive Vice President
Loan Administration

Executive Vice President
Chief Finantial Officer

Executive Vice President
Wholesale Lending

Executive Vice President

Chief Operating Officer, Lending
Executive Vice President
Banking

Executive Vice President
Chief Techrology Officer

Executive Vice President
Human Resources

Executive Vice President
Home Lending
Executive Vice President
Chief Legal Officer
Executive Vice President
Administration
Executive Vice President
Compliance Audit

Stockholder Assistance
For help with name, address or stock ownership changes, to report lost or stolen stock certificates or to get assistance with other stockholder

issues, please contact our agent directly:

Registrar and Transfer Company
Attention: Investor Relations

10 Commerce Drive

Cranford, NJ 07016

(800) 368-5948

e-mail: info@rtco.com - @ Member ,
WWW.Irtco.com @wm FDIC NYSE

In all communication with Registrar and Transfer Company, be sure to mention Flagstar Bancorp and provide your name as it appears on your
stock certificate, along with your Social Security number, daytime phone number and current address.

In addition, individual investors may report a change of address, request a shareholder account transcript. place a stop on a certificate or obtain a
variety of forms by logging on to www.rtco.com and clicking Investor Services.

Dividend Reinvestment Plan

Under Flagstar Bancorp's dividend reinvestment plan, registered stockholders may purchase additional shares of Flagstar Bancorp stock by
reinvesting their cash dividends. There is no minimum investment required to participate in the plan. For more information, contact Registrar and
Transfer Company.

Direct Deposit of Dividends

Registered stockholders of Flagstar Bancorp common stock may have their dividend payments deposited into their checking, savings or money
market account at any financial institution in the United States that accepts electronic deposits. A brochure describing the service and an
authorization form are available from the Registrar and Transfer Company.

Equal Employment Opportunity

Flagstar Bancorp does not discriminate against any person on the basis of race, color; religion, national origin, sex, age, handicap, height, weight,
familial status, sexual orientation, marital status, veteran disability or Vietnam veteran status with respect to recruiting, hiring, promoting,
transferring, terminating and other terms and conditions of employment. ‘
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